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PREFACE 


The growth of modern business has changed many 
phases of business operation. It was not so impor- 
tant, in the past, as it now is, that the average execu- 
tive be familiar with accounting terminology or know 
how to read a financial statement. Such terms as 
capital and revenue expenditures, contingency re- 
serves, qualified certification, and the like did not 


- mean much to him. 


Today, however, the executive is expected to have 
a knowledge of business broader than that possessed 
by his predecessor. He is expected to be able to 
read a financial or business statement intelligently, 
whether it be a statistical report prepared by the com- 
pany itself, or a professional report prepared by a 
certified public accountant. 

The mission of this book is to provide the reader 
with a source of information which will give him that 
broadened point of view in accounting and finance 
so necessary in present-day business. ‘The author has 
avoided, as much as possible, the use of highly techni- 
cal terms. He has attempted to interpret the con- 


tents of financial and business statements rather than 


to deal with the construction of such statements. 


Since the corporate form of organization has been 
vii 
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growing in its power to bring about a closer relation- 
ship between many companies in associated lines, 
much attention has been given to the interpretation 
of consolidated balance sheets and consolidated in- 
come accounts. To understand thoroughly a state- 
ment of this character, the reader must be able “to 
read between the lines’ as it were, in order to see the 
full meaning and bearing of all the facts which the 
statement, because of its nature, can give only in out- 
line. 

In conclusion, the author discusses the various 
types of reports and certificates to be expected from 
professional accountants, and the value of a proper 
understanding of such statements. 

This text on “Financial and Business Statements” 
has benefited by having as its author, Leo Greend- 
linger, Vice President and General Manager, Alex- 
ander Hamilton Institute. Mr. Greendlinger’s prep- 
aration has been enriched by an unusual combina- 
tion of experiences: first, as a college man, trained in 
the best schools of Europe and America; next, as a 
professor of accounting in a large American univer- 
sity; then as a certified public accountant, with a large 
and diversified practice; and, finally, as treasurer and 
operating financial head of a representative firm, do- 
ing a national and international business. We have 
here, therefore, a volume in which accounting theory 
and practice have been drawn together in proper pro- 
portions under the guidance of a trained thinker, an 
enthusiastic teacher, and a skilled financial executive. 
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Furthermore, Mr. Greendlinger has been aided by 
James Barr, head of the accounting firm of James 
Barr & Co., whose work as a professional accountant 
has kept him continually in close touch with the sub- 
ject matter of this book. 
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FINANCIAL AND BUSINESS 
STATEMENTS 


CHAPTER I 
PURPOSE OF BUSINESS STATEMENTS 


1. Object of periodical statements.—It is perhaps 
well to emphasize at the outset that in our study of 
financial statements we shall consider chiefly their 
analysis and interpretation rather than their con- 
struction. To be sure, it is well to have a clear 
picture of how a statement is constructed. It is 
only in that way that a clear analysis and keen inter- 
pretation are possible. Next, we must bear in mind 
that the object of a report or statement is to show 
the condition of a business in a more condensed form 
than is available from an examination of all the facts 
shown in the records. If this information is arranged 
in an intelligible and readable form, it may be used 
by the management, as well as by persons outside of 
the management, such as stockholders, bankers and 
investors. These statements will be examined to 
check up the efficiency in operation and management. 


They will also be used to determine the value of the 
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assets, present financial condition, and the probable 
future earnings. 

It will, therefore, be seen that, if an executive is to 
get the most out of a study and analysis of state- 
ments, he must not only possess a broad knowledge, 
but must be able to draw upon many sources of in- 
formation. He must understand the basis upon 
which assets are valued and be competent to pass 
upon the relative values of various accounts or groups 
of accounts as compared with other and different 
groups. He must, further, be able to pick out the 
faults from the groups and to know what is omitted 
from a statement as well as what has been furnished. 
It is sometimes vastly more important to deduce the 
information which the accounts fail to disclose, than 
it is to understand that information which they 
reflect. 

2. Forms of annual statements——Since there can 
be no rigid rules which must be followed in the prep- 
aration of statements, the forms in which they ap- 
pear are rather numerous. Some statements are very 
simple, while others have an elaborate appearance. 
Again, some will be very condensed, while others will 
give a variety of detail. Some reports or statements 
will be accompanied by various explanatory exhibits 
and schedules, while others will show the figures in 
a more condensed form, without supplementary or 
explanatory data. Some statements will be accom- 
panied by elaborate written explanations of the 
various results shown in the statements. Again, 
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others will be devoid of any explanations, the man- 
agement adopting the policy that the figures speak 
for themselves. 

On the other hand, varied as these statements are 
in form and content, they have certain aspects in 
common, and there are certain general rules of inter- 
pretation to be followed in the study of specific state- 
ments. The most obvious common aspect of these 
statements is their expression in numbers, whether of 
quantity or of value. The next thing is that, what- 
ever their derivation—whether they arise directly 
from the accounting records or are drawn from other 
phases of business management—they are subject at 
all times to the common rules of statistical interpre- 
tation. 

3. Requisites of proper financial statements —The 
_ variety in the accounts of business, and the different 
physical or artificial conditions accompanying them, 
make impracticable a single type of accounting sys- 
tem. It is for that reason that there is a variety of 
forms in which the statements reflecting the results 
appear. A financial statement should be prepared 
in such a form as will best serve the individual needs 
of a concern, and, consequently, it must be adapted to 
that undertaking. No one form of statement will 
be equally serviceable in different organizations. . 

Again, while much information can be obtained 
from a single statement covering one period, it is 
obvious that the facts illustrated by this statement 
can be regarded as satisfactory only when the facts 
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represent an improvement over those of a previous 
period. Thus, it will be seen that the effect of new 
policies, changes in management, and the like, can- 
not be fully measured unless the results as shown in 
the statements are given in comparative form. By 
observing the effect of a practical policy over a period 
of several years, the management is in an excellent 
position to estimate its true value. 

4. Percentage comparisons.—A._ slight reflection 
will make it obvious that percentages fill an impor- 
tant part in interpreting financial records and in com- 
paring results of different periods. For instance, a 
rise in the unit cost may be overlooked when accom- 
panied by an increase in the volume of sales sufficient 
to maintain the total amount of the profit of the 
business at its previous level, or even to increase it. 
When, however, the percentage of costs of the sales 
is compared from year to year, any increase in unit 
cost is apparent at once. It is, therefore, highly ad- 
visable that in using statement information, both 
total results and percentage comparisons should be 
carefully observed. 

5. Sources of information.—As stated, statements 
take on a variety of forms in general, accord- 
ing to the purpose which each is to serve. Some 
understanding of the essentials of statement con- 
struction is necessary before considering the type 
of statements. The information presented must be 
accurate. It must be properly classified or otherwise _ 
grouped with concise, intelligible totals, under proper 
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subdivisions. What is most important, however, is 
that it be current information, regularly and fre- 
quently prepared. 

The old practice of closing the books once a year, 
in order to determine whether a profit or loss oc- 
curred, is becoming obsolete. Business men now de- 
sire daily information. Present-day competition 
demands that an executive keep in close and frequent 
touch with the economic causes that contribute to the 
success of the year’s sales, and that he watch with 
equal care for the appearance of factors tending 
toward loss. 

The fluctuating currency values in recent years 
have introduced a new complication which must be 
taken into consideration when interpreting compara- 
tive statements. The record of sales may, when com- 
pared with other periods, be misinterpreted unless 
_a comparison of the unit quantities sold is also made 
at the same time. In connection with labor organi- 
zations, not only the sums paid for labor but also 
the labor hours paid for must be definitely known if 
intelligent deductions are to be made. It follows, 
of course, that any increase or decrease in the value 
_of the inventories in dollars must be considered in 
judging increase or decrease in quantities. 

6. Financial statements classified —There are two 
main financial statements; namely, the balance sheet 
and the income statement. The purpose of the bal- 
ance sheet is to show the financial condition of a 
business at a particular time, generally when the 
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books are closed or balanced, either at the end of a 
calendar year or at the end of a fiseal year. In this 
connection it is well to bear in mind that a balance 
sheet is only an expression of opinion regarding the 
financial condition of a business at a given time, and 
nothing else. 

The next main statement is the economic summary 
or income statement, sometimes called the profit and 
loss statement. Its function is to summarize the 
changes which have taken place since the beginning 
of the period under review, and how these changes 
affect the business—favorably or unfavorably. In 
other words, it presents a history of what has oc- 
curred since the date of the last balance sheet and 
how the profit or loss came about. 

It is to. be understood that each of these statements 
may have supporting schedules showing in greater 
detail information concerning some factor or factors 
of the business. In the case of large corporations 
both the balance sheet and the income statement will 
usually be prepared in detail as well as in condensed — 
form. 

As further supplements to the balance sheet and 
the income statement, many forms of statistical state- 
ments and charts may be prepared. These serve the 
purpose of explaining many items that appear in the 
main statement. 

7. Departmental statements—Just as it is impor- 
tant to obtain classified business information on the 
condition of a business as a whole, it is equally im- 
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portant to follow up the results of different depart- 
ments, or of individual functions. It is thus advisable 
to prepare special profit and loss statements for each 
department of a business. It is equally desirable to 
prepare departmental statistics. 

In order efficiently to manage his department, the 
head of it should have before him regularly prepared 
statements that will keep him in close touch with the 
detail and routine of operations under his control. 
A monthly condensed statement, supported perhaps 
by weekly summaries and daily reports, giving full 
details of the revenue and expenses of his depart- 
ment, reveals to him in chronological order all the 
facts which are necessary to give him a complete 
survey. 

8. General characteristics of statements——A_pre- 
liminary survey of the most frequent forms of 
statements which modern business uses will show 
them to be as varied in importance as they are in 
form. It is obvious, of course, that some of them are 
fundamental and necessary to the general conduct of 
_any business, whatever its nature. We have already 
learned that a balance sheet and income statement 
are fundamental. Other statements, however im- 

portant, may be regarded as subsidiary to the chief 
forms of statement. The chapter devoted to the con- 
sideration of such auxiliary statements describes a 
large number of typical statements. ‘They are not, 
of course, all of equal importance in every business 
enterprise. Each of them, however, is of paramount 
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importance in some forms of business undertakings. 
There is no attempt to make an exhaustive enumera- 
tion of all the possible statements to which business 
might give rise, but only to call attention to the more 
important types. 

While the primary business statements are drawn 
from accounting records, this is not necessarily the 
case with the subsidiary or supplemental statements. 
Many of them are drawn from records supplied by 
other than financial phases of business management, 
but, since the parts of business are always closely 
interwoven, many records, though not expressed in 
dollars and cents, have their financial significance. 

9. Use of general business statistics —Up to a few 
years ago business men rather avoided any extensive 
use of statistics. Happily, that condition has changed 
greatly. The modern executive realizes the impor- 
tance of this form of data. It is self-evident that too 
much detail cannot be conveniently presented in a 
single statement if it is to be of real value. It is a 
well-known fact that both the eyes and the mind of 
a person reading a statement can grasp only a lim- 
ited amount of material at any one time. It there- 
fore stands to reason that, if one is confronted with 
many columns of figures, even the main essentials 
of the business may escape attention. For that 
reason special statistical statements are generally 
prepared apart from the main statements. 

The modern business organization fills up a vast 
body of records entirely apart from the accounts. 
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Many of them deal with the non-financial side of the 
business. These records, however, will be found to 
tie up closely with the accounting data. They are 
a source of information which will not infrequently 
throw light upon the statements and explain the 
causes. of conditions which are reflected in terms of 
results only in the financial statements. Some of 
_ these statements are the key to what might be called 
the physical aspects of a business. 

To introduce a simile: The accounting system is 
the gauge that measures the progress and condition 
of a business. If the system is accurate and com- 
prehensive, it follows that the results shown must be 
accurate. The financial statements present the read- 
ings of the gauge. 

The results thus obtained present only half of 
the picture. Causes and effects are equally impor- 
tant for constructive use in making future plans. 
The details in the financial statements, the interpreta- 
tions, general knowledge of outside factors (causes), 
and the detailed data of conditions, as set forth in the 
_ statistical records, all must be combined to make a 
- complete, concrete picture in the executive’s mind. 

10. How outside factors affect a business organiza- 
tion.—Reference was made in the previous section to 
outside factors. It is, therefore, ‘well to bring out the 
importance of these factors at this point. In inter- 
preting a set of financial statements, one has neces- 
sarily to put together many related, although appar- 
ently disconnected, facts into a general picture which 
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will portray in compact form the condition of the 
organization. One must, therefore, not only read the 
statements but read into them unrecorded facts as 
well. 

It is readily apparent that changes in selling plans, 
revised labor costs, changed freight rates and many 
like matters will have a direct effect on the business. 
Anyone who analyzes financial or business statements . 
must not only weigh carefully the effects of such 
known factors in the past, but must also estimate how 
future conditions will be affected by these outside 
factors. Moreover, certain adverse results, as indi- 
cated by the financial statements, may be entirely © 
explained and accounted for by some condition or 
conditions which are only temporary or non-recur- 
ring. 

A flood, for instance, in the Mississippi Valley 
might have caused a decrease in the sales of cer- 
tain corporations that did the greater part of their 
business in that territory. Inasmuch as the condition 
was only temporary in its effect, one would not be 
justified in basing an opinion, concerning the usual 
or normal volume of business done, upon the net 
results shown for that year, or, as a result of that 
condition, on the value of the different companies’ 
stock. 

11. Consideration of other external factors—Many 
outside factors, as already stated, will affect costs 
and sales, but they cannot be discovered from the 
recorded data. The demand for most products is 


PURPOSE OF BUSINESS STATEMENTS ll 


frequently an uncertain item. One must therefore 
ascertain what probable future demand will be made. 
The demand for specialties and commodities that are 
on the border line of staples will naturally be subject 
to great fluctuations. 

In connection with costs, the probable supply of 
raw materials is an important consideration. As- 
suming that there is a steady demand for the product, 
one must be sure that the cost of the raw materials 
will not rise and that supplies will not be entirely 
cut off. 

Labor problems are frequently the rock on which 
the success of a business is wrecked. Sources of 
labor, the probability of strikes, and the development 
of unions are important outside factors affecting 
costs and sales. Where there is considerable foreign 
competition, questions of tariff changes will have 
either a favorable or unfavorable effect according to 
the change in tariff rates. 

Those factors mentioned are only a few of the 
number which may be encountered. There are many 
others which must be ascertained and considered if 
the financial results of a business are to be properly 
interpreted. 

Therefore, it will be seen that an understanding of 
accounting is only one phase of the knowledge neces- 
sary for the interpretation of financial statements. 
To be successful, a general business knowledge, 
keenly applied, is essential. 

12. Importance of the personal element.—Mention 
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has been made of the importance of outside factors 
in connection with the interpretation of financial 
statements. 'The personal element is perhaps the 
most varying, as well as the greatest single, factor. 
Mistakes in management often offset all of the favor- 
able characteristics which a business may possess. It 
is therefore important to give proper consideration 
to the individual efficiency of every man in an admin- 
istrative position. 

Harmony and cooperation of effort is a salient 
feature of the human element question. Individual 
geniuses will not bring success to a business unless 
they are willing to codperate with the heads of allied 
departments. 

Expansion in One department at the expense of 
another, or in undue proportion as compared with 
others, will frequently result in internal strife or 
financial loss. One has only to read the news, as it 
appears in the daily press in any locality, to note the 
truth of this statement. 

To obtain a clear idea of the possibilities and op- 
portunities of a business, one must be able to appre- 
ciate not only its present condition, but also the 
advantages and opportunities, if any, that will accrue 
to it in the future. | 

13. Hwxecutive’s reasons is a study of financial 
statements.—In this age it is a reasonable assump- 
tion that every business executive knows the exact 
meaning of the accounts which enter into financial 
statements. By an inspection and study of the state- 
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ments prepared for him in comparative form, he 
should be able to detect inaccuracies which may have 
found their way into them either by accident or de- 
sign. 

A study, analysis and interpretation of the state- 
ments of his own business will, furthermore, enable 
the executive to analyze and interpret the statements 
of other business enterprises in which he may be in- 
terested, either as a stockholder or a creditor. In 
brief, there are three considerations which should lead 
the executive to study financial statements: 


(a) He must be able to get all possible data on 
the condition of his own business. This 
data can be obtained only from reports 
prepared in proper form. 

(b) He is interested in furnishing to others 
honest and exact statements of the con- 
dition of his business. 

(c) He should be able to read the financial 
statements of others so as to get a true 
picture of the business conditions of those 
with whom he deals. 


14. Stockholders’ reasons for a study of financial 
statements.—Since this is the era of corporate enter- 
prise, whether on a large scale or otherwise, business 
men must equip themselves to be able intelligently 
to read and interpret financial statements. ‘The stock- 
holder, as a rule, has not the first-hand information 

regarding inside factors which the managing officials 
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have. He must, therefore, read “between the lines.” 
His chief use for financial statements will be to em- 
ploy them in deciding on the value of the services 
rendered by his board of directors. He will use the 
statements to guide him in the selection of his repre- 
sentatives in the management of the corporation. 

Inasmuch as the particular interest of a stockholder 
is in the regular payment of dividends, or the return 
on invested capital, a careful analysis of both the bal- 
ance sheet and the income statement should be of 
great importance to him. In addition, he is, of course, 
also interested in knowing whether dividend payments 
are made from revenue earned and realized, whether 
the properties have been fully maintained and all in- 
come honestly and faithfully recorded. 

15. Information as a guide for legislation—The 
matter of classifying information in connection with 
pending or proposed legislation is extremely impor- 
tant. 'This is especially true in these days when com- 
missions with strong regulatory powers are becoming 
more numerous. ‘The questions of fair rates for 
services rendered necessitate an accurate system of 
accounts and proper records. 

It is surprising how often the estimates of cost of 
production, supplied by both sides in a controversy, 
vary widely. ‘These differences, often running into 
many millions of dollars, tend to weaken public faith 
in the business statistics that are submitted, though 
the least reflection will show that these data are vital 
in the discussion of great social and economic ques- 
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tions of the present day. Usually it is an erroneous 
interpretation that causes all the confusion. 

Faced with the requirements of the Federal income 
tax and the tendency toward state income tax legisla- 
tion, business establishments are not only compelled to 
maintain suitable accounting records but also they 
must be in a position to furnish accurate financial 
statements. Many taxpayers are either suffering be- 
cause of overpayment of taxes, by reason of inade- 
quate records, or erroneously believe they are 
oppressed, because they fail to understand and 
interpret the financial results which their statements 
reveal, 

16. Interpretation of statement results—Knough 
has been said to demonstrate the purpose and useful- 
ness of statements in guiding business management, 
and the vital importance of knowing how to read and 
interpret them correctly. Obviously, the ability to 
do so is essential to the highest type of business execu- 
tive. 

One of the most important phases of interpreta- 
tion of statements is the ability to value and evaluate 
all of the items that make up either the balance sheet 
or the income statement. Subsequent chapters are 
therefore devoted to the general rules for interpreting 
the main statements, as well as the auxiliary state- 
ments, of an enterprise. They will also deal with 
some special phases that should enable an executive 
to “read into the statement” many factors that the 
accounts do not directly reveal. 
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REVIEW 


Discuss the lack of uniformity in financial statements, and 
the reason therefor. 

Discuss the value of percentage comparisons in the inter- 
pretation of statements. 

Name the main types of financial statements and describe the 
purpose of each. 

Discuss the effect of external factors on statement analysis 
and interpretation. 

Outline reasons for study of financial statements by execu- 
tives; by stockholders. 


Nove: The reviews throughout this Volume are for the personal 
convenience of the reader in testing his understanding of the Chapter. 
It is not necessary or desirable for subscribers to submit written 
answers to the Institute, except in a case where they may feel un- 
certain as to their grasp of the question under consideration. 


CHAPTER ITI 


ANALYSIS AND INTERPRETATION OF FIXED 
ASSETS 


1. Fixed or capital assets —The first statement to 
be discussed is the balance sheet which, as you know, 
is subdivided into many classifications. The assets 
designated as fixed or capital assets are those of a 
permanent nature which a business organization has 
acquired, and which are generally financed through 
the issue of capital stock or bonds. In some instances, 
assets of this character are financed through surplus, 
but, in any event, they represent that portion of the 
capital investment which the company does not in- 
tend to dispose of, or which could not be disposed 
of without seriously crippling the operation of the 
business. Assets, the utility of which lasts less than 
one year from the date when they are placed in serv- 
ice, should not, as a rule, be included under this group. 

2. Real estate, or real property—Published bal- 
ance sheets frequently show “real estate,” or “real 
property,” which includes land, land improvements, 
leaseholds and buildings. Real property is any in- 
terest in land greater than a leasehold. Under the 
law of real property, buildings or permanent struc- 


tures erected on the land become a part of it. While 
17 
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this is the legal view, from the accounting viewpoint 
a sharp distinction is drawn between land and build- 
ings. The reason for this is that the accountant 1s 
forced to consider the question of depreciation in con- 
nection with buildings, and it is advisable to keep 
separate accounts for the component parts of the 
real property investment. 

3. Plant land distinguished from land held as an 
investment.—The account for plant land should be 
charged with the value of the land acquired strictly 
for the purpose of manufacturing or trading opera- 
tions. Business firms will occasionally make invest- 
ments in land for other purposes, such as for 
development in connection with housing schemes for 
employees, and the like. Land acquired for such pur- 
poses is essentially an investment and should receive 
a different treatment in the accounts. 

4. Valuation of plant land—The account for 
plant land should be charged at the time of purchase 
with the actual cost of the land, whether it is paid for 
in cash or in securities. It is proper to include in the 
cost all the necessary and incidental expenses in con- 
nection with the acquisition of the property, such as 
the cost of title searching or the registration of title, 
broker’s commission or fee, the cost of recording the 
deeds and conveyancing, taxes accrued up to the date 
of the transfer of title and other liens or assessments 
levied against the property at the date of its acquisi- 
tion. 


5. Land improvements——While the cost of im- 
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proving land, or rendering it suitable for the purposes 
for which it is intended to be used, is frequently 
merged in the land account, it is generally advisable 
to keep a separate account for the cost of these im- 
provements. It may be necessary to drain the land 
and to fill in swamps; it may be necessary to cut 
down embankments. In fact, any improvements of a 
permanent nature, which add to the value of the land 
and render it suitable for the purposes for which it is 
to be employed, are properly chargeable to this ac- 
count. 

6. Land investment.—The general principles out- 
lined in the preceding paragraph apply to land pur- 
chased primarily for investment. The cost of any im- 
provements made to land investments should also 
be carried in a separate account. It must be remem- 
bered, however, that land of this character will not 
produce any revenue under ordinary conditions. 
There will be annual carrying charges for taxes and 
for interest on borrowed money. For statistical pur- 
poses it is probably desirable to add expenditures 
of this kind to the value of the land. Accordingly, 
the problem is to measure the cost of this unproduc- 
tive investment. However, where the method of cap- 
italizing the ordinary maintenance expenses is fol- 
lowed, a reserve equivalent to the amount of the an- 
nual capitalized charges should be set aside out of 
profits. This should be done because, if the land is ulti- 
mately disposed of, such capitalized charges may not 
be recovered. Accordingly, the failure to provide for 
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a reserve would fictitiously reduce expenses and re- 
sult in showing higher earnings than were actually 
realized. In the case of a corporation, such over- 
stated earnings would be carried to surplus and be 
available for dividends. 

7. The treatment of land as stock in trade.—The 
treatment of land purchased by a real estate concern 
for development and subsequent sale will be different 
from that outlined above. No difficulty will be en- 
countered in transactions of this kind if we realize 
the fact that the land is similar to raw material pur- 
chased by a manufacturing concern for the manufac- 
ture of finished products. The costs of grading, 
street-openings, sidewalks, and sewer and water con- 
nections, all enhance the value of the property and 
should be capitalized. ‘Taxes, interest on purchase- 
money mortgages, and all carrying charges during the 
period of development may also be capitalized. 

It is customary in real estate developments to keep 
costs by plots. Each plot is cut up into a certain 
number of lots, and the total expense of the de- 
velopment divided by the number of lots will be the 
average cost per lot. However, since some of the 
lots will realize a better sales price than the others, 
on account of more favorable location or other fac- 
tors, it is quite customary for the cost prices of the 
lots to be adjusted in such a manner that a higher 
price is assigned to those lots which will fetch the bet- 
ter sales prices. When a sale is made, the proceeds 
of the sale are in part a realization of the capital in- 
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vestment and in part a realization of profit. In or- 
der to determine what portion represents a return of 
capital, and what portion may properly be taken to 
the credit of the profit and loss account, it is necessary 
to keep accurate costs by plots or lots. 

While capital charges ordinarily cease after the 
property is fully developed, it is customary, in order 
to determine the real profitableness of the undertak- 
ing, to capitalize interest charges, running expenses 
and taxes even after the development has been com- 
pleted. This is done for the purpose of estimating 
not only the total development cost but also the cost 
of carrying each individual lot. However, if this 
method is followed, carrying charges capitalized after 
operations have begun should be offset by the crea- 
tion of a suitable reserve against the possibility of the 
failure to realize such carrying charges when the lots 
ultimately are sold. Upon the subsequent sale of 
lots, the reserve created with respect to this particular 
lot, or the portion of the general reserve created with 
respect to this particular lot, will be adjusted, and 
such portion of it as has been realized in the sales 
price of the lot will be released to surplus. 

8. The valuation of leaseholds and leasehold rights. 
—With reference to leaseholds, it is important to note 
the length of the life of the lease. The benefits of all 
expenditures, made either for land improvements or 
for buildings upon leased land, will pass ordinarily 
to the landlord at the expiration of the lease. Conse- 
quently, any value paid for the lease, or any expendi- 
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ture incurred upon leased property, must be written 
off during the life of the lease. When a party takes 
land under lease and makes extraordinary improve- 
ments, the lease frequently is drawn with a provision 
in which the landlord agrees to pay a fixed sum, at the 
expiration of the term, to the tenant for the improve- 
ments he has made. This factor must be taken into 
consideration in valuing a leasehold. 

In other cases, a firm may have sublet its lease- 
hold rights, and the question of the valuation of the 
leasehold may arise. Ordinarily such contracts are 
not capitalized, and the question of their value would 
probably not arise, except in the case of a partnership, 
when it might be necessary to determine the value of 
a deceased partner’s interest. The annual income to 
be enjoyed from the lease, less all carrying charges, 
may be considered as an annuity for the number of 
years that the lease has to run, and from compound 
interest tables the present worth of the annuity can 
be worked out. Any sum recoverable from the land- 
lord at the expiration of the term of the lease may be 
valued by finding its present worth from the com- 
pound interest tables at an assumed rate of interest. 

9. Mineral land and timber property.—It is diffi- 
cult to apply the principles of valuation in cases of 
wasting assets. Every dollar’s worth of ore taken 
from a mine, or every gallon of oil from an oil well, 
reduces the value of the land for the purposes for 
which it was acquired. The proceeds of sales are 
represented in part by a return of the capital invest- 
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ment and in part by a realized profit. Because of 
the difficulty of arriving at these amounts, mining 
companies, as a rule, do not make any provision for 
the conservation of the capital investment, but they 
customarily pay out all the net proceeds of current 
operation as dividends. 

When the purchase of land containing mineral 
wealth has been financed through an issue of bonds, 
there will usually be a provision in the indenture cre- 
ating a sinking fund for the ultimate redemption of 
the debt. 

It is not generally considered desirable in mining 
companies to provide a reserve for exhaustion, for the 
reason that the creation of the reserve results in with- 
holding large sums of cash in the company’s treasury. 
It might also happen that the fund would be un- 
safely invested in additional mineral wealth. In 
any event, it will draw a small rate of interest or it 
may be used for speculation by the board of directors, 
or otherwise mismanaged. 

Moreover, the approximate recovery from a gold or 
copper mine is a difficult thing to determine; in 
fact, it cannot ordinarily be determined with any 
reasonable degree of accuracy. The productive life 
of an oil well is purely speculative. On the other 
hand, a competent geologist may be able to determine 
the approximate recovery of a coal mine. Stock- 
holders and investors in enterprises of this character 
must realize that every dollar’s worth of dividends is 
in part a return of capital investment, unless the or- 
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ganization is providing a reserve for exhaustion. 
Furthermore, the investment of a reserve for exhaus- 
tion in additional land may not be desirable for, in 
many instances, the carrying cost of such investments 
will prove excessive and the investors in the under- 
taking will find themselves land-poor. 

The valuation of timber properties is also a very 
difficult matter. It is true, that expenditures upon 
growing timber will usually be recovered and reflected 
in the increased size and value of the timber. How- 
ever, if scientific reforestation is not employed, the 
proceeds of sales are a return, in part, of capital in- 
vested and, in part, of net profits. 

Assets of this character are also subject to the haz- 
ards of fire in the case of timber property, and of 
floods in the case of mines. These agencies may de- 
stroy a large part of the capital invested or cause 
great loss to stockholders. If contingencies of this 
character have not been provided for through the 
medium of adequate reserves, the investor or stock- 
holder must take them into consideration in the valu- 
ation of his interests. 

10. Depreciation or appreciation of land—Fluc- 
tuations in the value of land, due to economic condi- 
tions, should not be ignored. Formerly, consideration 
of possible depreciation of plant land was not neces- 
sary. The shifting of industry, however, may cause 
it to be an important factor against which a reserve 
for loss in the value of land may be appropriate. We 
are all familiar with loss in the value of land used 


FIXED ASSETS 25 


for manufacturing purposes, which is caused by a 
relocation or shifting of the industry. Along the line 
of almost any railroad one may see large factories 
idle, because of either labor conditions or a shifting 
of the market for finished material, or the opening up 
of new sources of raw materials, which made it more 
advantageous for the undertaking to abandon its for- 
mer quarters and locate elsewhere. This contingency 
should be considered in valuing land used for plant 
purposes. 

11. Important points in the valuation of buildings — 
and structures—When a firm acquires buildings, 
which have already been erected, their valuation will 
be fixed by the board of directors at the date of ac- 
quisition and will be based upon the amount paid for 
them. When a corporation erects its own buildings, 
it may undertake to do the work itself, furnishing the 
material, labor and supervision, or it may award the 
contract to a construction company. In the latter in- 
stance, the contract price will fix the value of the 
structures. When the organization undertakes to do 
its own construction, the cost of the structures will 
include the cost of all materials used, the cost of the 
labor necessary to erect the structures, and the cost of 
foundations and substructures, including water mains 
and similar items. It would be proper also to charge 
to cost of construction fees paid for the drawing of 
plans and specifications or supervision fees paid to an 
architect. Any proportion of the time spent by the 
administrative staff of the organization in supervising 
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the work of construction may also be so charged. It 
is also proper to capitalize subsistence charges and 
transportation expenses of laborers or supervisors 
who may be employed. In fact, all the incidental 
and relevant expenses incurred in constructing the 
buildings should be charged in this way. 

Any interest paid on borrowed money used in fi- 
nancing the construction of the building may be prop- 
erly charged to its cost until the building is complete 
and ready to operate. 

It should be noted that there are differences of 
opinion about the treatment of discounts on securities 
issued or debts incurred in financing construction. 

It is not considered good practice in the United 
States to capitalize in the property account interest on 
money borrowed to construct buildings. The reason 
advanced is that the method of financing the construc- 
tion of a building has nothing to do with its cost. 

On the other hand, in England, under certain con- 
ditions, a corporation that issued stock to finance the 
construction of a building might be allowed to pay a 
reasonable dividend on the capital stock during the 
time the money was being employed in constructing 
the building and getting it ready for operation. The 
amount of the dividend so declared would be charged 
to the’ construction account. 

Any insurance, whether fire, employer’s liability or 
general liability, paid during the period of construc- 
tion, is a proper charge to the construction account. 

It is sometimes necessary to demolish a structure 
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for the purpose of erecting a new one. There are two 
theories about the treatment of the loss occasioned by 
the demolition of the existing structure. One is that 
the loss is a necessary and incidental expense in the 
erection of the new structure, and therefore should be 
capitalized in the cost of the construction. The other 
theory has supporting it the economic doctrine of the 
place value of land. It would, of course, be an un- 
wise proceeding for a concern to purchase land and 
pay for an existing structure, only to demolish it to 
make way for a new establishment, unless the land was 
worth the cost of such a proceeding. In fact, a busi- 
ness undertaking would not be likely to do this unless 
it were distinctly profitable for it to have its plant lo- 
cated, or the new structure erected, upon this partic- 
ular parcel of land. 

12. Repairs, renewals, additions, betterments and 
replacements.—Consideration of the valuation of 
buildings necessarily must deal with all repairs, re- 
newals, additions, betterments and replacements. 
Here it is often difficult to distinguish between capital 
and revenue expenditures. 

Revenue expenditures are those expenditures which 
are incurred in the operation of a business. In other 
words, any expenditure that does not improve the 
fixed assets, increase the earnings, enlarge the field of 
operation or reduce the cost of doing business is a 
revenue expenditure. The general practice, further- 
more, is to treat any expenditure, no matter what its 
nature, as a revenue expenditure, if its period of 
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duration does not extend beyond one year. Hav- 
ing determined whether or not an expenditure is a 
revenue expenditure, whatever remains is naturally a 
capital expenditure. It is extremely difficult to lay 
down definite rules for classifying expenditures ac- 
cording to capital or revenue. Practically every spe- 
cific rule that could be framed would be subject to ex- 
ceptions in particular instances, but the general rule 
is that indicated’ above. : 

It is obvious that to capitalize expenditures which 
properly should be charged as expense will increase 
the earnings and misstate the assets. It is, therefore, 
an expedient frequently resorted to as a means of giv- 
ing a fictitious appearance of prosperity to a business. 

Where a capital asset has become exhausted or in- 
adequate, a substitution of another asset of the same 
nature is made and replacement occurs. Where the 
new unit has a capacity substantially greater than 
that for which it was substituted, the cost of replace- 
ment may be charged to capital account. The unit 
displaced, however, must be credited to capital ac- 
count to the extent of whatever valuation for that 
particular unit still remains in that particular ac- 
count, 

Repairs, including renewals, which are no more 
than extraordinary repairs, constitute the cost of re- 
placing parts exhausted through wear and tear or 
accident. Repairs are strictly revenue items directly 
chargeable to expense. 

13. Capital expenditures are extended or acquired 
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assets.—Most of the errors in principle that occur in 
practical work reveal the lack of desire to discriminate 
strictly between capital and revenue items. One 
needs to bear in mind, in this connection, that all ex- 
penditures recorded as capital expenditures must be 
represented by actual assets. Nothing remains to 
represent expenditures that have been incurred upon 
revenue account. If the expenditure, in any indi- 
vidual case, has been incurred for the sake of im- 
proving the earning capacity of the enterprise, then 
it is a charge against capital and should be classed 
as such. If, however, the result of the expenditure has 
been merely to put the earning capacity of the un- 
dertaking on the same footing as before a decline— 
such a decline being due to ordinary wear and tear 
—then it must be charged against revenue. The ex- 
tension of existing assets, or the acquisition of new 
assets only, but not mere renewals, can be recorded as 
eapital expenditures. If an asset for which an ex- 
penditure was made exists at the end of the current 
period as an asset, such expenditure should be charged 
to capital. On the other hand, if the asset is con- 
sumed during the current earning period, it must 
then be charged against the revenue of that period. 
We frequently have examples of expenditures that 
may or may not result in a direct increase in the earn- 
ings of an organization; thus, when a railway com- 
pany tears down an old station and replaces it with a 
larger, more commodious and more modern structure, 
considerable doubt exists as to whether such expendi- 


30 FINANCIAL AND BUSINESS STATEMENTS 


ture could be properly capitalized. It is granted that 
the earnings may not increase; nevertheless, the exist- _ 
ent structure was inadequate, and undoubtedly the 
building of the new station will encourage a con- 
tinuance of public favor and patronage. In such a 
case it is considered proper to capitalize the new 
structure and displace the cost of the old station from 
the asset accounts. 

14. Accounting practice in the case of replace- 
ments.—F rom the definition which has been given for 
replacement, it is evident that the term conveys the 
idea that one article of the same or greater value or 
capacity is substituted for another, as distinguished 
from a renewal, which renews some existing article by 
manufacture or extensive repair. Some accountants, 
however, claim that, inasmuch as variations in cost are 
to be expected, only bona fide investments should be 
capitalized. 

To illustrate: If assets which originally cost $200,- 
000 were to cost in renewals $250,000, the whole cost 
of such renewals would be a revenue charge. If, 
however, the assets which ordinarily cost $200,000 
were replaced by assets of a higher revenue earning 
capacity, due to the superior quality of the materials 
used for the making of such assets, the method of 
apportioning would be as follows: Ascertain what 
the exact cost of replacing the existing asset would 
have been, and then charge only that sum to revenue, 
and capitalize the excess. 

Many accountants follow the policy of considering 
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the “last cost” as a capital charge. If assets which 
originally cost $10,000 are replaced at a cost of $12,- 
000, the excess is charged to capital. In other 
words, they claim that the last cost is the only correct 
basis because each concern will replace its plant at the 
least possible expense to itself. 

The latter plan appeals to the writer as a most 
desirable and fair method to be followed in all cases, 
because, under this practice, the plant always appears 
in the accounts at the last cost, that is, the cost of the 
plant as it stands at the present time. Therefore, the 
reconstruction cost would be charged to capital, and 
the cost of the construction or equipment formerly 
earried on the books would be displaced. 

The principle is of importance in the case of public 
utilities, where the question is involved of determining 
a rate which is fair to the consumer and yet will yield 
to the utility a reasonable rate of return on its invest- 
ment. It is urged that it is only fair to the utility 
that the investment in plant shall appear at the pres- 
ent cost of the plant and not at that of some earlier 
date, when perhaps material and labor charges were 
much less. Opinions differ in this matter, but it is 
worthy of note that most of the commissions charged 
with the duty of regulating public utility companies 
favor a provision for the payment of extraordinary 
replacements out of earnings. 

15. Replacement funds.—In order that the needed 
capital may be on hand when it is necessary to provide 
for replacements, a fund may be provided by setting 
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aside out of cash an amount equivalent to the annual 
charge for depreciation. If this fund is invested in 
safe, interest-bearing securities, the necessary cash 
will be provided with which to purchase new equip- 
ment, without the need of additional financing, or 
without crippling the working capital of the business. 
The objection to this plan is that the business often 
can earn very much more profit from the employment 
of capital in production than it can in interest from 
money invested in this manner; furthermore, as the 
replacements will probably be made gradually, they 
can be provided for from the general cash funds of the 
business without interfering with the business in any 
way. ‘The replacement fund or depreciation fund is 
very seldom found in ordinary manufacturing organ- 
izations. } 

16. Manufacturing the machinery and tools for 
own use.—Where an enterprise manufactures ma- 
chinery for its own use, the capital account will be 
charged with the costs of material, the direct labor 
and that portion of manufacturing overhead applica- 
ble to the machinery. It is incorrect to add any ele- 
ment of profit to such capitalized values, because a 
business cannot make profit on goods manufactured 
for itself. The amount should not be included in the 
sales account either, since to do so would overstate 
the sales. . 

A profit should not be confused with a saving. No 
profits are realized, nor is a sale effected, until goods 
are transferred to outsiders at an excess over cost. 
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On the other hand, if a concern is able to manufac- 
ture a machine more cheaply than it can buy it in the 
open market, a saving has been made. The question 
always enters as to whether or not it is proper to 
capitalize the machine at the market value. The 
answer, however, is found in the fundamental rule 
that capital account should not contain anything ex- 
cepting the cost of acquisition, where such cost equals 
or is below the market at time of purchase. If, how- 
ever, a miscalculation has been made, and the cost of 
finished machines proves to be greater than their pre- 
vailing market prices, the concern will not be justi- 
fied in capitalizing the machine at cost price. To 
follow this procedure would be to capitalize a mistake 
in judgment. 

17. Sundry interpretive factors——In connection 
with the fixed assets there are certain elements to be 
carefully noted. Considering the needs of the busi- 
ness, it is compulsory that one should also watch for 
the proper relation of investment in fixed assets and 
in current assets. 

Where obligations have been issued to acquire fixed 
assets, provision must be made for the accumulation 
of sufficient current assets to pay off these obligations 
when they mature. Where refunding is contem- 
plated, the accumulation of current assets is, of course, 
not necessary. In comparing asset values for two 
different concerns, the time when these assets were 
acquired must not be overlooked. Fluctuating costs, 
especially such as have occurred in recent years, may 
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establish the capital investment of one business far 
above or below that of another organized at a differ- 
ent time. 

In studying a financial statement one must look 
back of the recorded values and decide upon the actual 
value involved. This, of course, brings into consid- 
eration the subject of depreciation, appreciation and 
first cost. As has been said before, interpretation is 
to some extent a matter of alertness and no rules can 
be laid down for it. Neither is it possible to cover 
all the different factors that must be observed. A 
sound knowledge of principles, together with an 
understanding of what comparisons to make, provides 
the equipment with which the executive builds up his 
own particular and special ability. 

18. Importance of segregating the investment in 
equipment.—The equipment account will include the 
expenditure for building equipment and power-plant 
equipment, such as boilers, dynamos, engines, heat- 
mg plant, ventilating system and water connection. 

It is not our purpose here to discuss at length an 
ideal classification of equipment, even if such a classi- 
fication could be prepared. It will be sufficient to ob- 
serve the general principles upon which equipment 
may be classified. One of these is according to the 
life of the equipment, that is, classifying all units with 
the same relative period of utility in special accounts, 
so as to enable the provision for depreciation to be as- 
certained more readily. It may also be classified ac- 
cording to kind. In this division under the account, 
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“boilers and accessories,” would be included all of the 
boilers and boiler apparatus and accessories that were 
being used in the production of steam. These would 
include the valves, main steam line, grates and flues, 
smokestacks and chimneys, and foundations and set- 
tings, together with mechanical stokers and ash re- 
movers, etc. The entire investment in this class 
of equipment might appropriately be carried in one 
account. Still a third method of classifying equip- 
ment might be according to the manufacturing units. 
All property investments would be classified in the 
general ledger by operating units or plants, and a sub- 
sidiary record for each unit, setting forth classes or 
kinds of equipment, would be provided. Whichever 
method is used, it must be remembered that certain 
kinds of equipment which are installed in leased prop- 
erty may become part of the realty and may not be 
removed. 

19. The valuation of furniture and fixtures ——This 
asset may be subdivided between the furniture and 
fixtures in the manufacturing plant and that in the 
general office or in branch offices. It consists of all 
furniture, machines and devices for calculating or for 
clerical use, lighting fixtures, partitions, and the like. 
In dealing with this asset, it is not uncommon for 
undertakings to capitalize the expense of a complete 
and adequate outfit, and charge direct to the expense 
account any annual expenditures incurred subse- 
quently in renewals or replacements. Other organi- 
zations find more satisfactory the method of capitaliz- 
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ing all new purchases and writing off depreciation 
periodically. Most conservative organizations follow 
the practice of depreciating these assets rapidly be- 
cause, if abandoned, they are worth very little for 
scrap. A banking organization will write down its 
building and fixtures much more rapidly than would 
the ordinary manufacturing organization. It is true 
that this creates a secret reserve, but it is considered 
good business policy in organizations of this type. 

20. The principles employed in the valuation of 
stable and garage equipment.—Horses and mules are 
ordinarily revalued from year to year by appraisal. 
Automobile trucks are usually depreciated at the rate 
of from 20 to 331% per cent annually. The balance 
of the stable equipment will ordinarily be depreci- 
ated at rates of from 121% to 20 per cent. 

21. Patterns, drawings and dies.—It will not be 
necessary here to amplify the discussion dealing with 
the class of assets represented by patterns, drawings, 
dies and the like, because the importance of properly 
handling these items can be readily appreciated. 
Care and discretion and a great deal of common sense 
must be used in the valuation of these assets. The 
failure to provide adequately for depreciation is a 
very common occurrence, and, if an asset of this kind 
appears in a published balance sheet for a large 
amount, the stockholder or investigator is justified in 
regarding it with considerable suspicion. 

22. The general problem of depreciation—Space 
does not permit a discussion here of the general sub- 
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ject of depreciation, its importance, the methods of 
providing for it, and the necessity of giving it due 
recognition in the accounts. Our interest at present 
lies in the general subject from the point of view of 
the interpretation of a balance sheet. 

If depreciation reserves appear on a balance sheet 
merged with other reserves or with surplus, as is very 
often the case, a just suspicion may arise that this 
method of combining the reserves and the surplus 
has been adopted, because of the fact that the depre- 
ciation provisions are not adequate. If the reader of 
a published balance sheet has the current income ac- 
count at hand, perhaps he may satisfy himself as to 
the adequacy of the depreciation provision for the 
current period. But this will not be an indication 
which may always be relied upon. Some firms often 
follow the practice of providing heavily for depre- 
ciation in prosperous years and ignoring the provision 
during lean years. 

23. Special factors to be considered in interpreting 
a balance sheet——The assets which we have described 
above comprise the tangible fixed capital of ordinary 
undertakings. It is not usual to find the elements of 
the capital assets classified in sufficient detail in a 
published balance sheet. For example, the land and 
buildings may be merged in one account; or land, 
buildings and equipment may be merged in one ac- 
count. Inasmuch as the reader of the balance sheet 
probably would not be in a position to know the value 
of the land or the building or the equipment, he would 
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be at a loss to decide whether or not the amount of 
capital invested in each class of assets was excessive 
or inadequate. Neither would it be possible for him 
to determine satisfactorily the adequacy of the re- 
serves provided for depreciation. 

In other cases, the intangible fixed capital of good- 
will, patent rights, copyrights, trademarks or fran- 
chises may be merged with the tangible fixed capital. 
When this occurs it is a fair assumption that the 
intangible fixed capital constitutes a large proportion 
of the total value of the assets. It is to be noted, 
however, that many of the larger corporations now, 
follow the practice of stating separately, in their 
balance sheets, the valuation of the tangible and the 
intangible fixed assets. Occasionally in public bal- 
ance sheets we find the tangible fixed capital grouped 
under the classification, “cost of property.” How- 
ever, this is not a definite indication of its true 
value. 

The relation between total fixed assets and the ag- 
gregate amount of capital and long-term debt is im- 
portant. In considering this relation, the reserve for 
depreciation may be ignored, for theoretically the cash 
which represents this reserve is available for the re- 
pair of any waste or decline in the value of the fixed 
tangible assets or it has been reinvested in property. 
Many organizations make the mistake of investing too 
much of their capital in a costly plant and do not leave 
enough working capital with which to conduct their 
operations profitably. It may then be necessary for 
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them to raise large amounts of floating debt with 
which to finance the purchase of working and trading 
assets, pending the conversion of their current assets 
into cash. These floating liabilities may be a source 
of weakness or the cause of insolvency in times of 
panic or depression. 

If the corporation has an issue of bonds, it is im- 
portant to note just what particular property of the 
organization is pledged as security for the debt. In 
all probability, the land, land improvements, buildings 
and structures are specifically pledged. In this 
connection it must be remembered that much of the 
plant and machinery and building equipment, under 
the law, is technically realty or realty fixtures. and, 
accordingly, such equipment may be pledged under 
the mortgage. 

24. Equipment purchased on the partial-payment 
plan.—Transportation companies and other under- 
takings often acquire equipment on the partial-pay- 
ment plan. It is evident that equipment purchased 
under this method of financing will cost more than if 
it were paid for in cash. The difference between the 
price paid under the partial-payment plan and the 
eash price of the same equipment is the amount of in- 
terest which the seller has charged as an offset to the 
postponement of the payment date. Usually it will 
not be a difficult matter to determine what the cash 
price is. Then, the number of payments being known, 
and a reasonable rate of interest assumed, it will be 
possible, through the medium of installment loan 
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tables, to determine how much of each periodical pay- 
ment is to be applied to the reduction of the debt, and 
how much represents interest. 

The greater portion of the initial payment will be 
on account of interest, but the gradually decreasing 
principal will decrease the interest charge correspond- 
ingly, with the result that the later payments will re- 
duce the principal more rapidly. The agreement un- 
der which equipment is sold in this way usually pro- 
vides that the title shall remain with the seller until 
after a specified number of payments have been made. 
Then, upon the payment of $1.00 additional at the 
end of the installment-payment period, the seller 
agrees to transfer title to the purchaser. 

During the installment-payment period, the pur- 
chaser will have to bear all the maintenance charges 
necessary to keep the equipment in its original condi- 
tion. It also follows that depreciation enters into 
the problem and that the buyer will have to set aside, 
out of his earnings, an adequate provision for the ac- 
crued depreciation on the equipment which will come 
ultimately into his possession. The proper method 
of treating the periodical installment is to set up in 
the balance sheet, as an asset, the amount paid each 
period on account of principal. This would be desig- 
nated by a title such as, “equity in equipment pur- 
chased under partial-payment plan,” or by some 
other suitable and descriptive title. The balance of 


the periodical installment should be charged to the 
income account. 
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Inasmuch as the title remains in the seller until the 
final payment is made, objection may be raised to 
this method of treatment. The ground for the objec- 
tion would be that the equity is not an actual asset 
and would be forfeited if the purchaser failed to com- 
plete the remaining payments. While this is true, 
_yet, if there does not appear to be any doubt of the 
firm’s ability to meet the remainder of the payments 
when due, it seems better to set up the equity in the 
balance sheet. 

_ Another method of handling the matter would be 

to express the full contractual agreement in the ac- 
counts. This would be done by setting up an asset 
account showing the cost price of the equipment in 
the equipment account, suitably earmarked by a con- 
_-tra-reference to the total contractual liability due to 
the seller. The amount of interest included in the 
purchase price could be set up as a deferred charge 
to income, and it also should be suitably earmarked 
by a contra-reference to the contractual liability set 
up and representing the amount due to the seller. 
As each periodical payment is made in cash, the con- 
tractual liability created would be reduced and cash 
credited. 

Furthermore, at each periodical payment a ratable 
proportion of the deferred charge, or the deferred 
asset, for interest would be transferred to the current- 
income account; thereby the.amount of the deferred 
asset is reduced. The amount standing at the debit 
of the equipment account, plus the amount of the 
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deferred charge to income remaining on the books, 
would represent the firm’s equity in the equipment, 
when offset by the balance remaining in the contrac- 
tual lability account. 


REVIEW 


State whether the principles applicable to the valuation of - 
land differ according to its uses, as plant land, as investment, 
or as stock in trade of a real estate development. 

How do mining and timber companies usually treat land in 
their accounts? 

In what important respect does the valuation of buildings 
differ from that of plant land? 

Give reasons why the accounts should always segregate equip- 
ment from lands and buildings. 

What is the best method by which to treat, in the accounts, 
equipment purchased on the installment plan? 

State some of the conclusions which may be drawn from the 
manner in which accounts may be grouped in a statement of 
assets. 


CHAPTER III 


ANALYSIS AND INTERPRETATION OF CURRENT 
ASSETS 


1. Current assets defined—The reader will recall 
that current assets mean assets available for the pur- 
pose of discharging current liabilities. Among the 
items included under this heading are cash on hand 
and in bank, notes receivable, accounts receivable, all 
debts due to the business and maturing within one 
year, inventories and other quickly negotiable assets. 

2. Cash on hand.—The cash balance in the hands of 
petty cashiers, with the working funds in the hands 
of employers, form the cash on hand. Cash items or 
I. O. U.’s should not be included as a part of cash. 
These funds are usually handled under the imprest 
cash system. 

83. Cash in bank.—Cash in bank may consist of 
amounts on deposit subject to immediate check, or it 
may be represented by certificates of deposit which 
may not be withdrawn until a certain number of days 
after notice. 

Certificates of deposit, which may not be withdrawn 
until a certain number of days after notice, should 
not appear in a balance sheet as cash, unless they are 
suitably earmarked to indicate the restricted charac- 


ter of the balances. 
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It occasionally happens that a firm will overdraw 
its bank account by sending out checks for a greater 
amount than it has on deposit, relying on a sufficient 
amount of collections to make good its balance before 
the checks are presented at the bank. If the cash is 
overdrawn at the date of the balance sheet, the fact 
should be disclosed by setting up a current liability 
for the amount of the overdraft. 

_ Some large corporations have considerable sums of 

cash on hand which it may not be wise to place in 
temporary investments, or which may not be invested 
safely in merchandise purchases. Occasionally por- 
tions of the cash fund may not draw interest. It is 
advisable to state separately in the balance sheet, or 
in a subschedule to a balance sheet, the amount of 
cash balances which are not drawing interest. 

When a concern sells securities with the under- 
standing that the proceeds are to be used for special 
purposes, the proceeds of such sales should not be 
merged with cash funds which are subject to check. 
Thus, an organization might sell some of its preferred 
stock for the purpose of financing the construction of 
an addition to its plant. Conditions may have changed 
in the meantime so that it is not considered desirable 
to proceed immediately with the construction work. 
The corporation is under a moral obligation, at least, 
to keep the proceeds of the sale of such stock separate 
from its cash subject to check. It should not use the 
funds for other purposes. 

Cash deposited with sinking-fund trustees should . 


CURRENT ASSETS 45 


not be shown as a current asset, because the amounts 
are not available for the general purposes of the or- 
ganization. 

4. Investments in stocks and bonds.—Investments 
in securities may be either permanent or temporary. 
Permanent investments may be investments made for 
the purpose of controlling the activities of another 
organization, or they may be fund investments of re- 
serves. ‘Temporary investments may occur when 
a corporation has large cash resources and cannot in- 
vest them profitably in merchandise or obtain a rea- 
sonable rate of interest from depositories. In this 
event, the business may purchase securities for the 
purpose of obtaining a larger income, but with the 
idea of being able to convert the securities into cash 
when additional cash funds are required. 

5. Classification of permanent investments.—Per- 
manent investments may be classified broadly as fol- 
lows: 


(a) Investments in the stocks and bonds of parent 
companies 

(b) Investments in the stocks and bonds of subsidiary 
companies 

(c) Investments in the stocks and bonds of allied com- 
panies 

(d) Investments in the stocks and bonds of outside com- 
panies 


If the corporation has pledged any of its holdings 
of stocks or bonds as security for an issue of collateral 
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trust notes or bonds, this fact should be indicated in 
the balance sheet by showing separately the amount 
pledged and the amount not pledged. 

6. Investment in stocks and bonds of affiliated 
companies.—Investments of the types mentioned 
above frequently bring about interesting and intricate 
questions of accounting procedure. Any corpora- 
tion, owning stock in another corporation, has the 
same status as a personal stockholder. Where, how- 
ever, the amount of stock held is sufficient to give the 
corporation stockholder control over and direction of 
the activities of the subsidiary corporation, many new 
elements are introduced. 

The recording of intercompany investments on the 
books of affiliated corporations is based upon the 
theory of accounting which underlies the preparation 
of consolidated statements. For the purposes of this 
discussion, this phase of accounting need not be taken 
up in great detail because all that we need view here 
are the broader aspects of the problem of valuing 
such investments as they appear on the books of the 
investing corporation. As far as its relations to the 
general public are concerned, the legal network of 
subsidiary organizations is pure fiction. 'This net- 
work can and should be pushed aside and the status 
of the organization as a whole observed through the 
medium of consolidated statements. 

Consequently, individual balance sheets of affiliated 
corporations should be subjected to more than ordi- 
nary scrutiny. The value of such stock, for example, 
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may be more or less than the cost value when ac- 
quired, and the status of any one affiliated corpora- 
tion can be entirely changed by the condition of the 
balance of the group. Unless adequate measures are 
taken, there are many factors which will be over- 
looked in the consideration of the individual company 
statements or in an attempt to determine the status 
of the complete group by an examination of the in- 
dividual statements of the separate corporations mak- 
ing up the group. 

Without going into all the details, it will be seen 
easily that the status of any one company can be en- 
tirely changed by so arranging its relations with an- 
other affiliated company that the other company will 
take all the profits on intercompany transactions. 
Furthermore, as the subsidiary companies become 
profitable, the value of the stock held in such com- 
panies also becomes greater. Some means must be 
devised for showing this increase in the statements of 
the owning corporation. 

7. Investments carrying less than control—As a 
stockholder, the investing corporation has an undi- 
vided interest in the assets of the subcompanies to the 
extent of its holdings of stock, and it is desirable to 
show the value of this investment at its actual worth 
instead of at its cost to the purchasing company. We 
have our choice of recording such investments, by 
either of the two methods described in the following 
paragraphs. 

8. Carrying at cost.—The first method is that of 
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carrying the investment at its original cost to the 


purchaser. This plan has much to commend it from _ 


the conservative standpoint. This is especially true, 
if care is taken to write down the asset when its value 
has depreciated. The main objection to such a pro- 
cedure, however, is that cost and value do not remain 
constant for any length of time. 

9. Objection to carrying the investment at cost.— 
It is also evident that the practice of carrying the in- 
vestment, just described, at cost on the books of the 
holding company has another disadvantage. The 
balance sheet of the holding company will, of course, 
disclose how much of its capital has been invested in 
this subcompany. But the earning account of the 
holding company may not disclose the entire earnings 
of that capital. Thus, if the subcompany did not 
distribute any of its accumulated surplus in the form 
of dividends, failure to record the effect of this ap- 
preciation in the value of the subcompany’s stock, 
due to the increased surplus, would also result in an 
understatement of the true earnings of the holding 
company. 

10. Periodic revaluation—This brings us to the 
question of whether or not a periodic revaluation of 
the investment is possible. While this might be the 
most satisfactory solution under theoretical condi- 
tions, it will be found not to work out satisfactorily 
in practice, because accuracy in the revaluation is not 
always possible. There is no true basis on which a 
revaluation can be made other than the actual physi- 
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eal inventory or market price of the stock. 'The mar- 
ket price is dependent upon many outside factors, 
while the actual revaluation is sometimes physically 
impossible. At best, actual revaluation would simply 
be the opinion of men who might or might not be 
qualified by knowledge and experience to make the 
revaluation. 

11. The equity in surplus.—It is sometimes custom- 
ary to carry the increase in surplus of the subsidiary 
company directly into the investing company’s surplus 
account, rather than to set it up under a separate 
heading. In such a case, dividends declared from the 
combined surplus should be based upon the amount of 
current receivables included in the current assets of 
the subcompany. ‘The practice is not to be recom- 
mended, however, unless the investing company is 
certain that it will soon realize on a portion of its 
share of the other company’s surplus. While the in- 
vesting company has set up in its balance sheet a cur- 
rent asset representing its interest in the other com- 
pany, there is ordinarily no positive means of telling 
whether or when this current asset will be realized 
upon. 

A dangerous situation may result from this prac- 
tice, if dividends have been paid by the investing com- 
pany out of its equity in the net assets or surplus of 
the other corporation. If some catastrophe overtakes 
the subcompany and wipes out this surplus, the di- 
rectors of the investing company would probably be 
found guilty of paying dividends out of capital. 
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Therefore, great discretion must be exercised by direc- 
tors in handling these accounts after they have been: 
set up on the books. , 

12. Revaluation of investments is subject to com- 
plications —When a holding company has paid con- 
siderably more than the book value for investments of 
subsidiaries, complications often arise. Moreover, the 
stock or the bonds of the holding company may have 
been issued in payment for the securities of the sub- 
sidiary company acquired. The question raised then 
would be, whether or not the directors, in reapprais- 
ing the value of the securities originally acquired, per- 
haps at a liberal price, should add to the cost thereof, 
by means of an equity account, the pro-rata share of 
the amounts earned and undistributed by the sub- 
sidiary, after its securities had been acquired by the 
holding company. While the valuation placed upon 
the stock of the subeompany acquired originally by 
the directors would probably never be questioned, the 
directors might have difficulty in proving that they 
were justified in creating a surplus, and in distribut- 
ing a dividend out of it, when such a surplus was 
created through their own reappraisal of the securi- 
ties. 

A. consolidated statement, which shows the ecom- 
bined assets, liabilities, capital, and surplus of all the 
corporations treated as a unit, overcomes all these 
objections. 

13. Investments in the stocks of allied companies. 
—Investments frequently occur in the stock of allied 
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companies. Examples of this type are: The invest- 
ment which a railroad company makes in the stock 
of an express company operating over its lines, or 
its investment in stocks of terminal companies and 
development projects. Such investments should be 
carried at cost. Conservative management requires 
that appreciation in the investment should be ig- 
nored until the time of sale, while depreciation in 
the value of the investment should be provided for 
through the medium of setting up an appropriate 
reserve. 

14. Investments in outside companies Outside 
investments are frequently made out of surplus cash 
funds for the purpose of realizing a higher rate of 
return than could be secured from bank deposits. In 
the majority of cases, these are intended to be sold 
as soon as the business needs cash. Consequently, 
they will be treated usually as current assets if they 
are purchased with the intention of making them 
available for cash requirements. When the invest- 
ments are purchased for temporary purposes, it is 
necessarily implied that a change in the value of 
securities will have a more direct effect upon the 
balance sheet of the company than a change in the 
value of permanent investments. While the general 
rule that investments should be carried at cost is a 
safe one to apply, even in this case, due attention 
should be given to a reserve for any possible loss in 
value’ through a decline in the market price of such 
securities. 
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15. Investments of insurance companies and in- 
vestment companies.—F ire insurance companies, life 
insurance companies and investment companies fre- 
quently are required by law to value their invest- 
ments for balance sheet purposes in accordance with 
the ruling market prices on the date of the balance 
sheet. When an organization is compelled to adopt 
this plan for its statements, it is deemed advisable to 
place the cost of the securities to the owner in a 
parenthetical reference on the balance sheet, so that 
comparison may be made between the cost and the 
present market value of securities. 

16. Investments of bankers and brokers.—Bank- 
ers and brokers holding investments in stocks and 
bonds are accustomed to value the securities held by 
them at the market price on the date of closing the 
books. It often happens in these cases that some 
securities on hand will have increased in market value, 
while others will show a loss, owing to the decline 
in market value. It is considered proper in the case 
of bankers or brokers to allow the increases to offset 
the decreases and to take any increase in the market 
value of securities to the credit of profit and loss, 
setting aside a reserve for any loss sustained on the 
decline in market value at the date of the balance 
sheet. 

17. Treatment of outside investments in bonds dif- 
ferent from that of investment in stocks—Having 
observed above the accounting treatment in the case 
of stocks, it now remains for us to consider the ac- 
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counting features with respect to bonds. It is evident 
that if a bond has been purchased at a premium and 
is to be held until its maturity, a smaller sum than the 
purchase price will be realized on the maturity date. 
The premium paid at the time of the purchase should 
be written off against the income received from the 
bond during its life, so that each year’s income will 
be credited only with the true yield on the invest- 
ment. 

For example, if the nominal rate of interest on a 
bond is 5 per cent, and if the bond sells at a premium, 
the actual yield on the bond will be a lower rate 
of interest. 

Assuming that a corporation purchased $100,000 
worth of bonds bearing interest at 5 per cent, pay- 
able semiannually, with five years to run before ma- 
turity, and that the premium paid amounted to 
$1,000, the owner must amortize the premium during 
the five years that the bonds have to run. Although 
he receives for interest, at the semiannual period, the 
sum of $2,500, his actual income on the bonds is only 
$2,400, and he should deduct the sum of $100 from 
the interest received at each period. The effective 
rate of interest in this case would be only 4.8 per 
cent, instead of 5 per cent. By reason of the pre- 
mium paid, there has been a loss of 0.2 per cent in 
the interest. 

On the other hand, it is obvious that if bonds are 
purchased at a discount the yield is higher. To carry 
out our former illustration, if the $100,000 worth of 
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bonds were bought at $99,000, the yield would be 
5.2 per cent, 

18. Securities purchased ri speculation.—Stocks 
and bonds are sometimes purchased on margin, for 
speculation. In this case, the assets consist of the 
right to receive the delivery of the securities upon the 
payment of the balance of the purchase price. An 
offset to this asset is the liability due to the broker 
for the full purchase price, less the margin deposited. 
Subject to the qualifications mentioned with regard 
to investment companies whose practice is to value 
securities for balance sheet purposes at the market 
price, securities purchased on margin should be car- 
ried at cost, plus the brokers’ fees incidental to the 
purchase. 

The interest charged by the broker on the differ- 
ence between the amount deposited as margin and 
the purchase price should be charged to the security 
account and credited to the broker’s account. There 
will be an offset credit for the interest allowed by 
the broker on the amount deposited as margin. Any 
dividends received on stocks, or interest received on 
bonds by the broker for the account of the investor, 
will be charged to the account of the broker and 
credited either to the investment account or to the 
income account, preferably the former. The differ- 
ence between the asset account and the liability ac- 
count will measure the equity of the owner in the 
investment. 

It is often better to credit to the asset account divi- 
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dends and interest received, reducing the cost of the 
investment so that, when the investment is eventually 
sold, the owner will be enabled to determine his 
net profit or loss on the speculative transaction, tak- 
ing into consideration all the elements that have en- 
tered into it. 

It must be remembered, however, that the Treas- 
ury Department requires on the income tax reports 
an accounting of all actual income received, even 
though offset by expenses or not classed as income 
in the books of the recipient. 

19. Investments in the stocks of mining companies. 
—It has already been pointed out that, in the case 
of mining companies, it is not customary to set aside 
a reserve for the depreciation of wasting assets. Divi- 
dends declared on the stocks of such companies are 
in part a return of the capital invested, and in part 
a return of income. In the case of a coal-mining. 
property, the investor might be able to secure infor- 
mation which would enable him to apportion ap- 
proximately the amount of the dividend received on 
the stock as between the part of it which was a re- 
turn of the capital investment and the part which 
constituted true income. But in gold-mining, cop- 
per-mining and oil companies it is not possible to 
do this. Hence the necessity of following a careful 
and conservative policy with investments of this 
character. 

‘Investments in the stocks of timber companies may 
have a somewhat different character, because such 
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companies are often in the habit of setting aside 
reserves for depletion or exhaustion. Often the re- 
serve set aside is reinvested in additional timber 
properties or in the reforestation of the denuded 
land. The policy of the particular company in these 
matters will determine the treatment to be given in 
the accounts to income received on such stocks. 

Investors in the bonds of companies whose assets 
are of wasting character are usually protected by the 
accumulation of a sinking fund. 

20. General considerations with reference to valu- 
ation of securities —It is always well, whenever pos- 
sible, to check investments of this character against 
the current market prices. When this cannot be 
done, the cost prices of the investments should be 
obtained, if the investments are carried in the bal- 
ance sheet.on any other basis. Bonds must be con- 
-sidered with reference to security of principal and 
with regard to the ability of the obligor to meet the 
interest payments. In connection with foreign in- 
vestments the possibilities of profit or loss due to 
fluctuations in exchange should be considered. 

21. Notes receivable—We must distinguish be- 
tween notes which are taken in the ordinary course 
of trade and those which are given to an organiza- 
tion for its accommodation. Each class should be 
stated separately on a balance sheet. Notes which 
have been given by officers, directors, stockholders, 
or partners should not be included among notes re- 
ceivable from trade debtors. One who reads the bal- 
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ance sheet is entitled to assume that the notes and 
accounts receivable represent amounts not collected 
from trade debtors, unless otherwise stated. It is | 
evident that notes given to a merchant for his accom- 
modation or notes from officers, directors, or stock- 
holders are not taken in the ordinary course of busi- 
ness, and a balance sheet which did not disclose the 
true character of these transactions would be mislead- 
ing. ‘Assets of this character are probably not as 
liquid as notes from trade debtors, or they might not 
be available for the purpose of meeting current lia- 
bilities. The fact that notes are marked “demand 
notes” is not necessarily an indication that the debtor 
would be able:to pay on demand. 

Any notes receivable, which have been assigned or 
pledged as collateral security for a loan, should be 
handled in the same manner as merchandise pledged 
as security for advances. It may not be inadvisable 
to point out here that the fact that a business organi- 
zation is compelled to assign its notes or accounts 
receivable is not necessarily an indication of a poor 
financial standing. The establishment of bank credit 
is not always an easy matter. 

Notes receivable having more than one year to run 
should not be included under current assets. 

The value of notes receivable depends upon the 
solvency of the makers. When the maker of a note 
fails to pay it at maturity and asks frequently for 
an extension of time or for a renewal of the note, 
the holder may well be on his guard against the con- 
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tingency that the amount due may not be recovered. 
It is desirable to insist that notes taken from a cus- 
tomer be payable at the customer’s bank rather than 
at the place of business of the creditor. The reason 
for this is that the failure of the maker to pay his 
note will be called to the attention of his local bank. 
Rather than have this happen, the maker may be 
more diligent in finding the means to pay the debt 
when due than he would be if the note were payable 
at the office of the creditor. 

Trade acceptances are of the same nature as trade 
notes receivable. In order that the comparative vol- 
ume of each may be known they should be carried 
in separate accounts. 

22. Trade debtors—The amounts due from trade 
debtors are classified as those which are good, doubt- 
ful, or bad. By the term “good accounts,” we un- 
derstand amounts due from trade debtors which are 
not due as yet under the terms of sale, and about 
which there seems to be no doubt of ultimate realiza- 
tion. “Doubtful accounts” are amounts due from 
trade debtors who either have not paid promptly, or 
about whom certain information has come to hand 
which makes it appear doubtful whether the full 
amount will eventually be realized. The term “bad 
accounts” includes those sums due from trade debtors 
who failed to pay after the ordinary means of collec- 
tion had been resorted to, or whose affairs are in the 
hands of assignees or receivers. 

The question of the valuation of accounts receiv- 
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able due from trade debtors often will present a num- 
ber of difficulties. The debtors may be temporarily 
short of funds, owing to poor business conditions or 
the failure of banks in their vicinity to extend prompt 
and reasonable accommodations. In certain sections 
of the country, where it is customary for customers to 
expect long terms of credit, due dates are not often 
strictly adhered to. Therefore, the length of time 
that an account is overdue is not necessarily an in- 
dication that the amount due will not be realized ulti- 
mately. Moreover, the failure to pay when due may 
not be entirely the fault of the debtor. Lax collec- 
tion methods and failure to render statements prop- 
erly are sometimes the cause of slow payments. 
While the method of scheduling accounts, accord- 
ing to the length of time they are due, or “aging” 
them, is an admirable one to use in attempting to find 
out the real value of the amount due from trade debt- 
ors, it is not possible to use this method in all cases. 
Occasionally when a debtor becomes irregular in his 
payments, the credit man will secure a pledge of 
collateral of some kind to protect his firm against loss. 
If the amount due at the end of the fiscal period is 
’ considerably in excess of the amount due at the be- 
ginning, the account may be open to suspicion. 
Notes charged back to the account of the debtor are 
an indication that would put one on guard. Checks 
originally given by a debtor and returned by the 
bank, marked “no funds,” are other signs. We must 
consider also the circumstances and general financial 
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conditions in the country, or in the particular section 
of the country, in which the debtor’s business is lo- 
eated. Thus, for example, back in the year 1915, 
conditions in the South were rather serious, owing to 
the inability of the planters to market their cotton 
crops advantageously. Business firms generally 
complained that they were not receiving the proper 
accommodations from their banks. It is a well- 
known fact that many business houses in the North 
were financing their southern customers at that par- 
ticular time. 

This condition, however, was only temporary, and, 
while it accounted for the large increase in the 
amounts due from trade debtors in many of the bal- 
ance sheets prepared at the end of the year 1915, 
the situation in 1916 and successive years was very 
different. . In fact, many merchants in the North 
soon reported that concerns in the South, to whom 
they had extended accommodations or to whom long 
dating had been given in prior years, were taking 
up their notes and even discounting invoices within 
ten days. his fact is mentioned merely to indicate 
that all the surrounding conditions and circumstances 
must be carefully weighed in placing a value upon — 
the amount due from trade debtors. 

23. Treatment of bad accounts—Kven when the 
account of a trade debtor seems to be bad, the amount 
should not be written off the ledger until the final 
discharge of the debtor in bankruptcy or the return 
of an unsatisfied execution. The reason for this is 


CURRENT ASSETS 61 


that, pending final adjustment in bankruptcy, the 
amount should be left open on the ledger to call the 
attention of the proper persons to the fact that the 
amount is still due. Moreover, payments are very 
often subsequently received from accounts which have 
been considered bad, and, if the amount has been writ- 
ten off entirely, dishonest and unscrupulous cashiers 
have been known to appropriate these sums to their 
own uses. 

Statistical analyses will be helpful in studying the 
condition of accounts receivable. For instance, if 
losses and slow payments begin to increase, studies 
of the accounts to determine, wherever possible, 
cause, geographical locations of bad debtors, grades 
of goods ‘sold, lines of business and the like, will fre- 
quently bring out so much clearer an understanding 
of conditions, that corrective measures may be ap- 
plied. 

24. Treatment of miscellaneous accounts receiv- 
able.-—Amounts due from stockholders for subscrip- 
tions to stock, amounts due from officers or employees 
for loans, or amounts due from partners in a partner- 
ship should be stated separately on the balance sheet. 
If any portion of these various amounts is not likely 
to be recovered, appropriate reserves should be pro- 
vided. 

25. Interest on notes or accounts receivable— 
When notes, open accounts, or advances draw inter- 
est by their terms, it should be accrued up to the date 
of the balance sheet. The amount of interest ac- 
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crued is to be shown under the heading of current 
assets, and it is a proper credit to income. However, 
this statement needs to be qualified, because it is clear 
that it would be improper to credit to income accru- 
ing interest on doubtful debts or notes receivable. 
While it may be desirable to accrue the interest for 
the purpose of showing the total amount due from 
the doubtful debtor, the amount of interest added 
to the doubtful debt should not be credited to the 
income account. It should be carried to the credit 
of the reserve previously created, in order to measure 
the anticipated loss on realization of the principal 
sum due. 

26. Different methods of providing for the reserve 
for bad and doubtful debts—Some provide for the 
reserve for doubtful debts on the basis of a certain 
percentage of their sales. If the firm has experience 
of past years upon which it may rely, this may be 
the proper and conservative method of providing for 
this reserve. It has an advantage in that it sets aside 
insurance for bad and doubtful debts out of the reve- 
nue received during the same period. The certain 
percentage is charged against profit and loss and 
credited to a specially earmarked reserve account, 
and if debts become bad or doubtful the amounts are - 
charged against the reserve. While the reserve may 
accumulate and perhaps be larger in amount than is 
apparently necessary, yet it must be remembered 
that we have recurrent periods of dull times or de- 
pressions, during which the percentage of failures 
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and losses from bad and doubtful debts is much 
greater than usual and no great harm seems to result 
from allowing the reserve to accumulate, provided 
the amount is not unreasonably large. 

Another method is to charge a certain per cent of 
the outstanding accounts, based upon past experience, 
as a reserve for doubtful debts. 

The third method is to provide for those accounts 
which, when “aged,” seem to be actually bad or doubt- 
ful. The process under this method is to go through 
all the accounts that are open on the ledger and list 
them, showing those which are overdue thirty, sixty, 
ninety or more days. A reserve is set aside based 
upon the results obtained, which is estimated to be 
sufficient to take care of the losses. The disadvantage 
of this method is that the annual charges against the 
income account for bad debts are liable to fluctuate. 
A large amount may be provided in one year and a 
comparatively small amount in another year. Fur- 
thermore, debts which apparently are good at the date 
of preparing the balance sheet may prove doubtful 
later and no reserve will have been provided for such 
a contingency out of the profit of the period during 
which the accounts were created. 

Adequate records to bring out the actual losses on 
bad debts each year should be kept, for they are help- 
ful in the preparation of income tax reports. Com- 
pared over a period of years and classified as pre- 
viously suggested, they also offer interesting statisti- 
cal studies. 
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REVIEW 


State how cash in hand is distinguished from cash in bank. 
Cite cases in which cash actually held should not figure in the 
general cash account. 

Under what circumstances should investments be valued at 
cost, and what circumstances justify a departure from this rule? 

What distinctions should’ be made in notes receivable as to the 
source from which they were obtained? Why? 

How should accounts receivable be classified for financial 
statements? 

Explain methods of handling a reserve for bad or doubtful! 
debts. 


CHAPTER IV 


ANALYSIS AND INTERPRETATION OF CURRENT 
ASSETS (Continued) 


1. Inventories.—Included in this group would be 
the merchandise which a trading concern had on hand 
at the close of the period. In the case of a manufac- 
turer it would also include the stock of raw materials, 
partly finished goods, finished parts and purchased 
and finished stock. Occasionally under this caption 
would be included the inventories of postage, advertis- 
ing material, and prepaid expenses, such as prepay- 
ments for advertising, insurance and interest. 

In modern accounting practice it is customary to 
include inventories under the heading “current as- 
sets,” in the balance sheet. According to this theory 
current assets are assumed to be all assets which are 
subject to constant change and out of which the neces- 
sary working capital for the continuance of the busi- 
ness is obtained. Inventories are probably subject 
to more continuous change than any other individual 
asset, and, consequently, there is no other place to re- 
cord them than under the heading of current assets. 
Obviously, however, to justify this grouping, inven- 
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and must not contain damaged, defective, or out-of- 
date material. 

It is better, perhaps, to treat unexpired insurance 
premiums and other prepaid expenses under the cap- 
tion, “deferred charges to operations.” The accruals 
of interest in favor of a business concern should be 
included under the group of current assets; prepay- 
ments of interest on discounted notes or other obli- 
gations, on the other hand, should appear under the 
group “deferred charges to operations.” 

2. Valuation of the inventory of a trading con- 
cern.—The merchandise stock of a trading concern 
should be valued at the cost laid down in the ware- 
house or store of the concern. It is proper also to 
add a ratable proportion of the expenses incurred in 
the delivery of the merchandise to the storehouse, as 
well as cartage and carrying charges. On imported 
goods, the proportion of freight, marine insurance 
and duties applicable to the stock as yet unsold may 
be carried as an asset. | 

3. Should inventories be carried at cost or at mar- 
ket price?—Many authorities, on-the other hand, state 
that inventories should be carried at cost or at mar- 
ket price, whichever value is the lower. Although 
this may be conservative practice, the fact must not 
be lost sight of that losses are not sustained, nor are 
profits made, while goods are on the shelves. 

It is obvious that a merchant should not carry his 
inventories at market prices if they are greater than 
cost, because to Ao so would be to anticipate a profit 
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which eventually might not be realized. Moreover, 
the current period would receive the benefit of the 
inflation at the expense of the succeeding period, and 
the profit of the current period would consist not only 
of the profit on merchandise actually sold, but also 
of the profit taken up through the inflation of the 
inventory. 

When, however, the market price is lower than 
cost, the same principle might be applied. The loss 
will not be realized until the title to the goods has 
been transferred to a customer, and the loss, since it 
will only occur at that time, should be faced in the 
period in which it takes place. Conservative account- 
ing practice, however, forces us to make provision 
in advance for expected losses. While it would not 
be advisable to change the value of the inventory, a 
provision might be made for the loss which is expected 
to be realized in the succeeding period, through the 
medium of a reserve created after the profit on trad- 
ing operations for the current period has been ascer- 
tained. 

4. Raw material inventories of manufacturing 
concerns.—Inventories of raw material should be 
valued at purchase cost plus the cost of getting the 
goods into the factory. 

In some instances, through careless buying, large 
stocks of raw material may have been acquired at 
unfavorable prices. ‘There is, of course, a tendency 
for the selling price of finished goods to follow 
closely the fluctuation in the market for raw ma- 
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terials from which they are made. Thus, if a wire 
manufacturing company acquired a large stock of 
18-cent copper, and wire was selling on a 18-cent 
base, conservative practice would dictate the creation 
of a suitable reserve for losses which, it is clear, will 
ultimately be sustained on the later sale of the manu- 
factured product. 

Indirect materials or supplies, such as fuel, lubri- 
cating oils and packing material, are subject to the 
same rules of valuation as direct materials. 

5. Work in process—The valuation of work in 
process is not usually a difficult matter when the 
concern is maintaining an adequate cost system. If, 
however, no cost system is employed, the valuation 
of work in process is a very difficult matter. 'Theo- 
retically, the work in process should be valued at 
the cost of the raw material and the direct labor that 
has entered into it, plus a ratable proportion of the 
manufacturing overhead which has been incurred in 
the processing of the material. There are some au- 
thorities who object to the inclusion of the ratable 
proportion of the manufacturing overhead in the in- 
ventory valuation on the ground that this involves 
the capitalization of expense items. While this is 
true, we must remember that the inventory is being 
valued on the basis of the undertaking as a going 
concern. In order to prepare income accounts that 
will reflect the true profits of the undertaking as a 
going concern, it will be necessary to include the 
ratable proportion of overhead expense. 
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6. Finished goods stock should be valued at manu- 
facturing cost—The valuation of finished stock 
should be on the basis of the actual cost laid down 
in the finished stock storeroom. Many business un- 
dertakings carry large stocks of finished parts as 
well as completed articles. Thus, in a concern manu- 
facturing complicated machinery with interchange- 
able parts, there would be on hand at any inventory 
date not only finished and completed machines, but 
also a large stock of interchangeable parts. Such 
portion of the administrative expense as is properly 
chargeable to the finished stock may be included in 
the inventory valuation. 

Goods which are unseasonable, out of fashion, or 
which are in a shopworn condition should not be 
valued at cost under any circumstances, but at a 
price not greater than that which they may be ex- 
pected to realize on sale. 

7. Treatment of merchandise pledged as collateral 
for loans —Merchandise is frequently pledged as col- 
lateral security for loans. It is important that the 
value of merchandise so pledged shall be set up sep- 
arately in the balance sheet, or at least that a paren- 
thetical reference be made in the balance sheet with 
respect toit. In setting up the hability for the money 
advanced to the undertaking, there should be a con- 
trareference to the asset side, showing the amount due 
to creditors whose claims are secured in this manner. 

8. Possible deductions from inventory valuations. 
—In interpreting the balance sheet of a business, the 
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inventory plays an important part. One who reads 
the balance sheet should consider the ventory on 
hand in connection with the sales made during the 
period. In the case of a manufacturing concern, the 
length of time which it takes to process raw material 
into finished goods should be also taken into consid- 
eration. 

Even when an inventory increase seems reasonable, 
with reference to the increase in payables or the de- 
crease in cash, a further investigation is sometimes 
necessary. It may be that a great amount of the in- 
crease will be due to the increased quantities of raw 
material on hand. It might happen that the con- 
cern was in a position to take advantage of favorable 
market conditions and purchase a year’s supply of 
raw materials. Thus, a miller might purchase large 
stocks of wheat which he is in a position either to dis- 
pose of as wheat or to manufacture into flour. A 
silk manufacturer might buy large quantities of raw 
silk in a favorable market. Wholesale drug and 
chemical houses largely increased their stocks at the 
beginning of the European war and sold them later, 
realizing very much more than the usual margin of 
profit. These factors, therefore, must be given con- 
sideration before determining whether or not the in- 
ventory is greater than the requirements of the 
business, or before coming to a conclusion that the 
management has exercised poor judgment or that 
inventory values have been falsely stated. 

9. Interpretation of current assets—The aggre- 
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gate of the current assets in a balance sheet, less in- 
ventories, should be compared with the amount shown 
in the current liabilities. A concern may have an 
excess of all assets over all liabilities and still be 
forced into insolvency. Legal insolvency is the state 
of being unable to meet maturing liabilities with the 
assets on hand. On the other hand, judgment must 
be used in making this comparison. A firm may have 
invested very heavily in a stock of raw materials, and, 
to take advantage of the liberal cash discount al- 
lowed, may have seriously depleted the cash account. 
Consequently, the ratio of current liabilities to cur- 
rent receivables may-be temporarily unsatisfactory. 

Current receivables are the source of dividend dis- 
bursements or withdrawals of profits, and, if an un- 
dertaking cannot safely reduce its liquid assets for 
this purpose, the distribution of profits should be 
postponed. While a corporation that has earned 
profits may borrow the money necessary to pay a 
dividend, it is questionable whether or not such meth- 
ods should be resorted to. 

The first point to observe is the relation of the 
-eash fund to the liabilities due and payable. Suc- 
cessful financial management requires that the cur- 
rent assets mature at a rate and at times to permit 
the paying off of liabilities as they fall due. Where 
there is an adequate bank credit margin, this can be 
made use of to fill in any gaps. 

Any solvent active industry must be considered a 
going concern and the values placed upon its assets 
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will, perhaps, in some instances be greater than the 
actual market worth of these assets. This is unim- 
portant, however, from the interpretative angle, since, 
when the business is making money, we must recog- 
nize the producing value of assets and give secondary 
consideration to their salable value. 

In the balance sheets of affiliated companies there 
will frequently be found items representing advances 
to associated companies. Such items must always be 
given close scrutiny. Because of the close relation 
which exists between these companies and the de- 
pendence of one upon the other, it is not probable 
that payment would be pressed should the debtor 
find it inconvenient to settle as payment approaches. 
Where such advances are classed as current assets, 
therefore, their nature and the probability of pay- 
ment must be examined into more closely. Even 
though there be a willingness to pay, it will some- 
times be found that money advanced to an associated 
company is invested by that company in fixed assets. 
Thus, while the advance may be carried as a current 
receivable on the books of the loaning company, the 
nature of the investment by the borrowing company 
precludes any possibility of that company’s making 
an early remittance in settlement of the advance. 
The former must wait until the increased earning 
power, resulting from the operation of the fixed as- 
sets, accumulates funds sufficient for the latter to 
pay off the advance. Frequently this takes sev- 
eral years. 
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10. Importance of analyzing relations between . 
current receivables, inventories and current liabili- 
ties—If a business is of a seasonal nature the ideal 
relation between inventories and current receivables 
cannot always exist. A concern might be accumu- 
lating large amounts of raw materials, partly finished 
goods and finished goods to sell in the following sea- 
son. ‘These amounts would ordinarily appear under 
the heading of current assets and would offset the 
increase in current liabilities. Now, while the ratio 
between total current assets and current liabilities 
would vary but little, the liquid character of the cur- 
rent assets would change greatly. In the fur gar- 
ment industry, for instance, there would be a ten- 
dency, beginning the first of March and extending 
into July, for the current receivables to decrease and 
inventories to increase to a point where an abnormal 
proportion of current assets is tied up in the least 
liquid type of current assets. This unfavorable con- 
dition is only temporary, however, and will gradually 
disappear as inventories are converted into receivables 
by the following season’s sales. 

If inventories are not classified under the heading 
of current assets in the balance sheet, but are set up 
under a separate heading, as is sometimes the case, 
an unfavorable relation between current assets and 
current liabilities will be evident under the conditions 
previously described. Current assets will decrease, 
and current liabilities will increase approximately in 
proportion to the increase in inventories. As soon 


%4 FINANCIAL AND BUSINESS STATEMENTS 


as deliveries are made, however, the inventories will 
decline, current assets will increase and current liabili- 
ties will decrease, bringing about the normal rela- 
tions which the banker or credit man likes to see in 
a business. Thus it is important, when analyzing 
relations between current receivables, inventories, and 
current liabilities, to consider the particular surround- 
ing circumstances. 

Studies of current assets are likely to throw many 
interesting lights upon managerial policies. The im- 
portance of an increase in trade accounts receivable 
has already been indicated. An increase in notes re- 
ceivable or trade acceptances also sometimes raises 
questions. For example, a disproportionate increase 
in notes receivable may indicate that the customers of 
the concern are in a line of business which is experi- 
encing a more or less protracted depression. If this 
is the case the responsibility of the creditor may be a 
subject of doubt. 


REVIEW 


State arguments against valuing goods in the inventories at 
their market price. What rule is to be followed in the case of 
goods in process of manufacture, and finished goods, in a manu- 
facturing concern? 

What significance is usually attached to a conspicuous inven- 
tory increase? Under what circumstances would the usual judg- 
ment be erroneous? 

Describe how manufacturers seek to protect themselves 
against loss by speculative trading in raw materials. 

Describe the effect of a seasonal business upon the relation 
between current receivables and current liabilities. 


CHAPTER V 


VALUATION AND INTERPRETATION OF 
INTANGIBLE ASSETS 


1. Classification of intangible assets—It is com- 
mon practice to include under capital assets, or fixed 
assets, such items as goodwill, patents, franchises and 
the like. Inasmuch as all assets of this nature are of 
an intangible character, as distinguished from real 
estate, buildings, plant, etc., the author thinks it 
more advisable to group them under a separate 
heading. 

2. Goodwill defined—While goodwill frequently 
appears as an asset in the balance sheet of a business 
concern, there are very few who have a definite con- 
ception of its true nature, or of the proper method 
of valuing it. Goodwill has been defined as that in- 
tangible quality of patronage, which attaches to an 
established business and is presumed to continue, ir- 
respective of any change of ownership. 

Perhaps, a better definition would be that good- 
will represents the present worth, or capitalized value, 
of the estimated future earnings of an established 
enterprise, in excess of the normal results that it 
might reasonably be assumed would be realized by 


a similar undertaking established anew. 
15 
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Guthrie, in discussing goodwill, says: 


The measure of value, in pecuniary terms, of this intangi- 
ble thing is the difference between the value of the normal 
results of the working of any business or profession which 
may be established by, and as worked by, any person in any 
' place, and the result of working any individual business of a 
similar character. Thus, given a business, the goodwill of 
which is for disposal, there would be no valuable goodwill if 
anyone could do just as well by establishing a business anew. 
To start a business has its risks, which may often be de- 
scribed as very serious risks, but apart from the mere peril- 
ous risks of failing to take proper root, there is the often 
weary time—sometimes a long term of years—during which 
a sufficient connection is being got together to bring the 
business up to a standard paying basis which will give a 
goodwill value, or bring a goodwill value into sight. To be 
spared this period of what I may call perilous probation is 
something worth paying for, even though its maintenance 
from this point needs the continuous energy and industry 
by which it.was built up by the original proprietor. Time, 
money and anxiety saved is money made. This is what is 
worth paying for and in this degree a goodwill value at- 
taches to an established business. 


3. Value of goodwill dependent on location.—The 
value of goodwill is dependent on a number of fac- 
tors. One of them is the location of the business 
premises. A change in the movement of traffic, due 
to the opening of a subway or the relocation of a 
terminal, may result in loss of patronage. This fre- 
quently happens to retail stores in the more popu- 
lated centers. On the other hand, it is not unusual 
to find examples of businesses so well established 
that the diversion of traffic or the inconvenience of 
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reaching the business premises does not injure them 
materially. 

4. Goodwill dependent wpon the reputation and 
integrity of the firm—Goodwill may also depend 
upon the reputation of the firm for fair dealing and 
integrity. Thus, strict fulfillment of contracts, de- 
pendable quality of the merchandise sold, employ- 
ment of efficient salespeople, prompt deliveries and 
favorable terms of credit are attractive features 
which result in increased patronage, frequently in 
spite of an unfavorable location or the more exten- 
sive advertising of competitors. As long as the orig- 
inal business policies are continued, goodwill of this 
type usually will not be affected by a change of 
ownership. In this case goodwill consists of the ad- 
vantage which the new proprietor derives from being 
allowed to represent himself as the successor of the 
former owner or owners. 

5. Goodwill created by established monopolies.— 
Goodwill is often created by the monopoly enjoyed 
through the possession of a patent right or franchise, 
or as the result of the demand created and the pat- 
ronage procured through the extensive advertising 
of a trademark. While the life of a patent is lim- 
ited by law, in many instances its holder or holders 
may have secured a foothold from which it may be 
almost impossible for competitors to dislodge them, 
even though the patent has expired. 

In this connection it is well to bear in mind that 
goodwill has often been used as a subterfuge to re- 
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duce the rate of return on capital investment. That 
is particularly true in the case of public service cor- 
porations. 

In the litigation between the City of New York 
and the Consolidated Gas Company of that city, the 
Supreme Court of the United States rendered a 
decision to the effect that, in determining whether or 
not a legislative rate was reasonable, goodwill could 
not be included as an asset. . 

This decision points out that there can be no recog- 
nition of goodwill in the case of a public service mo- 
nopoly. In view of the popularity of holding com- 
panies the decision is well worth remembering on 
account of the effect which the further interpreta- 
tion and enlargement of this doctrine may have. 

6. The earning power as a factor in the valuation: 
of goodwill—The fact that a business possesses a 
favorable location and has a well-established patron- 
age does not necessarily imply that a purchaser should 
be willing to pay for its goodwill. If these advan- 
tages do not return in net income a rate higher than 
a fair rate of interest on the capital investment and 
the wages of management, the purchaser would be 
unwise to pay for goodwill. : 

The new owner will naturally expect to receive a 
greater return of income than his interest and man- 
agement expense, or at least he will desire to see in 
the business the possibilities of receiving greater 
profits than his predecessor obtained. 

It is quite true that the goodwill of a defunct en- 
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terprise has frequently realized a fairly large sum on 
the sale of the business, but in these instances it will 
be found that the new purchaser bought with the 
hope of being able to overcome obvious faults of 
management, and that he depended upon building 
up a successful and profitable enterprise. 

In the amalgamation and consolidation of com- 
peting companies goodwill is frequently represented 
by the anticipated savings which it is hoped will 
result from the elimination of competition and the 
introduction of economies in management. 

Where these anticipated savings have not been 
realized—and that is true in many cases—usually it 
will be found that the goodwill which was created 
was represented by an issue of common stock that 
received no dividends. In that case it is spoken of 
as fictitious goodwill. 

7. Transferability—Mention has been made of the 
factor of transferability. A professional firm sus- 
tains a confidential relation with respect to its clients, 
and it is very difficult to separate the goodwill of such 
a firm from the personality of the professional man. 
It may be said, therefore, that the goodwill in this 
instance, as a transferable asset of value, is almost 
non-existent. It is for this reason that courts in 
many jurisdictions refuse to recognize goodwill that 
rests entirely upon individualities, and a purchaser 
would be unwise to pay a high price for it. 

8. Method of valuing—The most common method 
of valuing goodwill is the so-called years’ purchase 
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method. The goodwill is valued upon the basis of 
a certain number of years’ purchase of the annual 
profits of a selected number of preceding years, or a 
certain number of years’ purchase of the excess in- 
come of the enterprise, which consists of the residue 
of profits that remains after deducting interest on 
the capital, wages of management, and the like, from 
the net profits of operation. When this method is 
used it is important to see that the years selected 
have been normal ones and that the results in future 
years are likely to approximate, or to exceed, past 
experience. 

The number of years to be considered is a matter 
of bargain between the buyer and the seller, and ac- 
cordingly no general rule can be laid down to apply 
to all lines of business. The usual estimate for an 
ordinary trading business is two years’ purchase of 
the profits. Where a manufacturing business is 
under consideration the period is usually longer, say 
from four to five years, whereas for a monopoly or 
a quasi-monopoly the period selected is usually from 
eight to ten years, and for professional practice the 
period usually selected is one year. 

The purchase of the profits for a number of years 
is, in reality, the purchase of an annuity of the amount 
of the profits for the number of years selected. If 
this view is taken, the goodwill will be valued by the 
so-called annuity method. Under this theory the 
goodwill is assumed to have a certain definite life and, 
when the amount of the excess profits and the num- 
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ber of years during which they are to be enjoyed have 
been determined, the problem consists of determining 
the present value of the annuity for the period se- 
lected at a given rate per cent. This amount can 
be ascertained readily from compound interest 
tables. 

9. Factors to be eliminated for the purpose of val- 
uwation.—If unusual transactions or speculative ven- 
tures were entered into, and resulted in extraordinary 
profits during the period covering the years’ pur- 
chase, the amount of these profits should be elimi- 
nated. Such profits are not usual to the business 
which it is proposed to acquire, and therefore they 
should be ignored. The same rule may be applied 
to any other unusual or exceptional items of 
profit. 

It often happens that the owner of a business an- 
ticipates selling it, and has been using exceptional 
economy in expenditures for repairs during the last 
year or two, which would naturally reduce the 
amount charged against profits. Such a practice 
not only is an ultimate detriment to the assets of 
the business, but it also results in an overstating of 
the profits and a consequent overvaluation of good- 
will. 

The amount of money paid for interest on bor- 
rowed capital should be eliminated from the expenses, 
for the reason that interest on borrowed money is a 
penalty which the business has had to pay for not 
having sufficient capital. The same thing applies 
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when a firm has not taken advantage of discounts, 
by reason of lack of capital with which to prepay its 
bills. 

10. Factors requiring careful scrutiny—In de- 
termining the value of the goodwill it is necessary 
to see that adequate depreciation has been provided 
for, not only on the fixed assets but also on some of 
the current and deferred assets. The reader will see 
readily that, if proper provision for depreciation has 
not been made, the profits will be overstated and the 
goodwill correspondingly overvalued. 

Also, it is important to see that all existing liabili- 
ties on contracts which the former owner may have 
entered into are given due consideration. Contracts 
may have been entered into prior to the date of the 
sale of the business, the completion of which may 
result in a loss and therefore affect the profits to be 
enjoyed by the purchaser. 

Oftentimes it is found that sales on Constante 
or sales on approval have been represented in the 
accounts as valid sales and the full credit for profits 
has been taken into the income account. 

In other cases, when municipal assessments are 
allowed by law to run for a number of years, the 
books may not reflect these obligations in any way. 
It will be noted that the annual payment of assess- 
ments of this character will seriously affect the prof- 
its, and, if any unpaid assessments remain, due 


weight should be given to them in considering 
profits. 
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In some instances only a portion of the business 
is disposed of by the vendor. It may be that he is 
to retain that part of the business which is earning 
all the profits, and that he is selling that portion 
which is not profitable. If the accounts of both 
branches have been merged, and if it is impossible 
to extract information from the records as to the 
profitableness of the individual units of the business, 
the determination of the value of the goodwill be- 
comes a very difficult problem. 

11. Mathematical results—The first step, there- 
fore, is to determine what the annual profits are for 
a number of years. The next step is to average them 
so as to get the average profit for one year. It is 
customary to deduct, at this point, interest on the 
capital invested, from the amount so found. The 
interest rate is generally an assumed per cent per 
annum, often six or seven per cent. This is based 
on the theory that all investment in the business 
should earn at least that rate of interest. In other 
words, out of the total profits realized, this particu- 
lar amount is reserved for the normal interest which 
the invested capital would earn elsewhere. The re- 
sult will be the excess income, which constitutes an 
annuity to be enjoyed for a period of years. 

12. Fictitious goodwill—The goodwill account is 
sometimes used as a medium for concealing losses, 
the account being raised to an amount equivalent to, 
or greater than, the deficit in the income account. It 
may also represent an overissue of capital stock. In 
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fact, goodwill appearing in the balance sheet of many 
of the largest consolidations represents stocks and 
even bonds issued not only for all the goodwill that 
the consolidated concerns actually possessed, but in 
addition all fees for banking and promotion services. 
In a few instances this account represents an ex- 
aggerated forecast of the savings and economies an- 
ticipated through the consolidation of competing 
concerns, which unfortunately have never material- 
ized. 

13. When goodwill is created —From an account- 
ant’s point of view, goodwill should appear on finan- 
cial statements after it has been acquired, and for 
the original cost only. 

It is held by some that when a concern has just 
commenced business and has incurred a large expense 
for advertising during the probationary period, it 
should be charged to a goodwill account. This is 
based on the theory that it is unfair to charge all 
the expense of large advertising appropriations, and 
the cost of creating a demand for the product of 
the firm, against the profits of the year in which the 
expenses were incurred. If the expenditures men- 
tioned above resulted in placing the business upon 
a firm foundation, and if there is a reasonable assur- 
ance that profits will result from the expense in- 
curred in promoting the business, it is permissible to 
charge this extraordinary advertising expense, dur- 
ing the first two or three years, to a goodwill account. 
This practice is based on the theory that the amount 
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has been expended for the benefit of subsequent 
years, which are to receive the ee of the pres- 
ent extraordinary expense. 

However, for safety’s sake, it may perhaps be 
much more advisable that such expenditures be car- 
ried under “prepaid advertising” and be written off 
in future years. 

Goodwill should not be created arbitrarily in the 
accounts of a business, except in cases similar to those 
mentioned above. 

Neither in the case of a sole trader or partnership 
nor in the case of a corporation has this practice 
anything to commend it. An intending purchaser 
would value the goodwill independently, regardless 
of its recorded value in the balance sheet of the ven- 
dor. Bankers or credit men would ignore the values 
ascribed and rather view the items with suspicion. 

14. How to set up goodwill in a balance sheet.— 
Goodwill can appear in a balance sheet legitimately 
only under two conditions: (a) It must be a direct 
purchase from others; (b) the existing owners of a 
growing business decide to take in more capital and 
wish to recompense themselves in part for the devel- 
opment work they have done. In the first instance 
goodwill will be valued as suggested in this chapter. 
After the business changes hands, however, the old 
goodwill rapidly depreciates and its place must be 
taken by a new goodwill of the new proprietors. 
Hence, where the new owners maintain the former 
volume of profits, the value of goodwill cannot be 
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said to depreciate, provided, it was not excessively 
valued originally. 

In regard to the second instance cited above, it is 
apparent that the promoters of a business ought not 
to be required to let new capital in on the ground 
floor—that is, to receive no advantage for the initial 
work and risk over the later investors who have 
waited until much of the risk has been dissipated. 
To recompense themselves the first owners revalue 
their assets, including goodwill, issue a stock dividend 
(if they are incorporated) and then sell stock of the 
new capitalization. In such cases careful scrutiny 
must be given to goodwill, as there is no sound basis 
for valuing it, and misjudgment, lack of conservatism, 
or deliberate intent to deceive frequently prevail. 

15. Is goodwill of a fluctuating value?—While 
goodwill is an asset of the most fixed nature, in the 
sense that it could not be disposed of without seri- 
ously interfering with the success of the business, 
it is necessarily a fluctuating asset, because its value 
is measured by the earning power of the business, 
which ordinarily fluctuates. It must follow that the 
value of the asset will correspondingly fluctuate. 

There is considerable discussion as to whether or 
not this is true. In a paper read before the Congress 
of Accountants, entitled “The Profits of a Corpora- 
tion,” A. L. Dickinson, C. P. A., states: 


. . . As long as the earnings of a business are maintained 
at not less than the level contemplated at date of purchase, 
it is impossible to allege any depreciation of value or the 
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necessity of any provision therefor. On the other hand, if 
any serious depreciation has taken place, the profits are 
probably so much reduced that it is not possible to make 
such provision. Goodwill is, in fact, a fixed asset whose 
value is to some extent dependent upon the profits, and its 
fluctuation being consequent on, and not a cause of, the 
earnings or profits, as are wasting or partially wasting as- 
sets, should not, therefore, be taken into account in ascer- 
taining them. 


On the other hand, in an article that appeared in 
The Accountant (London), John Bauer makes 
a plea for an annual adjustment of the goodwill, 
based upon the profits, and advocates the adoption 
of the plan because of certain advantages which he 
claims will result from it. He distinguishes funda- 
mentally between asset value (cost) and capital value. 
He uses this latter term to represent the sum of the 
discounted future profits of the business, assuming 
_ equal annual profits. Under this plan the goodwill 
account would be adjusted annually through the sur- 
plus account, or through the proprietorship account, 
based upon the showing of the business. If the busi- 
‘ness looked highly prosperous and the prosperity 
seemed likely to increase, or at least remain static, 
the goodwill would be increased and the surplus, or 
proprietorship, correspondingly increased. If, on the 
other hand, the reverse were true, both the surplus 
and the goodwill account would be decreased. 

To support his theory further, he cites the case of 
a concern with tangible or physical assets worth $50,- 
000, which is taken over by another company, the 
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latter paying $5,000 for the goodwill. On the books 
of the new company the assets will appear at a valua- 
tion of $55,000, because the second company paid 
$50,000 for tangible assets and an additional $5,000 
for the goodwill. Yet a concern in all respects sim- 
ilar to the first mentioned, but operating independ- 
ently, would present a balance sheet with the assets 
totaling only $50,000. If goodwill is recognized in 
the first case, why should it not be recognized in the 
second? Mr. Bauer’s plan is novel and interesting. 
It is doubtful, however, whether it will ever be widely 
accepted. As a matter of fact, the principle in- 
volved in Mr. Bauer’s discussion is whether assets 
should be valued at cost or upon the basis of present- 
day values irrespective of cost. We are of the opin- 
ion that a rigid cost theory of value is the best, for the 
reason that any other theory may lead easily to in- 
accuracy and manipulation, and therefore may work 
serious hardship upon investors. 

16. Adjustment of goodwill account in consolida- 
tions.—When a company takes over the assets of 
other companies, numerous adjustments on_ their’ 
books are necessary, and some of these affect the 
goodwill account. For illustration, let us assume that 
Company “C” has agreed to purchase the assets of 
Corporation “A” and also the assets of Corporation 
“B.” Let us assume, further, that the assets of Cor- 
poration “A” were purchased for an amount of stock 
in excess of the value of the physical assets—in other 
words, that something was paid by “C” for the good- 
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will of “A.” Suppose further that the assets of 
“B” were acquired for an amount of stock less than 
the book value of the physical assets. In the latter 
case the presumption may be that the assets of Com- 
pany “B” were not worth the book value. On the 
other hand, if Company “B” were not operating at 
a profit, the new or consolidated company might be 
able to purchase its assets for less than their physical 
value. If Corporation “C” takes over the assets of 
Company “B” at their book value a surplus will 
result, because less than the book value was paid for 
the assets; and if the assets of Company “B” were 
fairly worth the value shown by the books, the surplus 
would be a valid one and a question arises as to the 
disposition to be made of it. 

From a legal standpoint there can be no objection 
to such a surplus being made available for dividends. 
Conservative practice, however, would favor the use 
of the surplus for the purpose of reducing the good- 
will account on ‘‘C’s’”’ books. Now, in the books of 
Corporation “C” the goodwill will appear at a value 
equivalent to the amount paid for “A’s” goodwill, 
reduced by the surplus resulting from the acquisition 
of ‘“B’s” assets. On the same principle, any increase 
in the revaluation of the tangible assets at the time 
of the purchase may well be applied to the reduction 
of the goodwill account on the books of the consoli- 
dated company. 

17. Goodwill in a consolidated balance sheet.—The 
goodwill account in a consolidated balance sheet will 


90 FINANCIAL AND BUSINESS STATEMENTS 


represent not only the aggregate of the goodwill ac- 
counts in the balance sheets of the subsidiary com- 
panies, but in addition it will represent the amount 
by which the aggregate cost value of the stock of 
the subsidiaries, on the books of the holding company, 
exceeds the par value of their stock and surplus on 
the date of the acquisition of the stock of the sub- 
sidiaries. For example, if the stock of one of the 
subsidiary companies appears on the books of the 
holding company at a value of $120 per share, and 
if the book value of the stock on the date of acquisi- 
tion had been $110 per share, the difference of $10 per 
share in the cost of the securities to the holding com- 
pany, and their book value at the date the stock was 
acquired, would have to be adjusted through the good- 
will account on the consolidated balance sheet. 

18. Patents, trademarks and copyrights.—In con- 
sidering the valuation of goodwill, it is well to bear 
in mind the valuation to be placed upon such assets 
as patents, trademarks, or copyrights, because the 
rights conveyed by these grants create a monopoly 
in favor of the owner or owners. In turn, quite com- 
monly a goodwill is created which, as a rule, will last 
_a longer period than the legal life of the assets. This 
is because the owner of the grants during the years 
in which he enjoys a monopoly has so firmly en- 
trenched himself that competitors will not easily 
succeed in dislodging him. It has already been ex- 
plained that a patent is a grant which the govern- 
ment makes to an inventor, conveying and securing 
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to him the exclusive right to make and sell his inven- 
tion for a limited number of years. In the United 
States the life of a patent is seventeen years and the 
grant may be renewed only by special act of Con- 
gress. While in this country it is not necessary to 
use the patent right in order to retain the grant, in 
certain other countries this is not the case. 

A trademark is a grant by the government 
whereby a certain design, slogan or particular label 
or device is reserved to the holder of the grant, as 
his exclusive trademark, and he is protected against 
its use by others. In the case of trademarks, how- 
ever, the owner or owners must use the design or 
label in order to hold a right to it, and it is to be 
noted that the rule is different in this case from that 
of a patent. The grant has a life of thirty years, 
and is renewable for a like period. 

A copyright is a right conveying the exclusive 
privilege of printing, publishing or vending copies of 
certain artistic or literary productions. A copyright 
has a life of twenty-eight years from the date on 
which it is recorded and it is renewable for a similar 
period under certain conditions. 

19. Valuation of patents—If a patent. has been 
purchased from the inventor, or from a former 
owner, the question of valuation is a simple one. The 
valuation of the patent is the price which the owner 
has paid for it, and this value must be amortized, at 
least during the remaining years of its legal life. As 
a matter of conservative practice it is best to write 
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off the patent in less than the legal life because of 
the fact that new inventions will generally render 
the patent valueless before the expiration of its legal 
life. Another method of writing off a patent right 
is to predetermine, as closely as possible, the number 
of units to be produced under the grant and charge 
the unit cost of each article produced with a propor- 
tionate part of the value assigned to the patent, so 
that the cost of the patent will be spread over the 
units produced under the grant. 

Many business concerns maintain engineering de- 
partments which produce valuable inventions from 
time to time, and if any of them are patented it is 
considered proper to charge the patent account with 
the cost of conducting the experiments and investi- 
gations which led to the production of the inventions. 
In addition to this all fees paid in connection with 
the registration are also chargeable to the patent 
account. It may be necessary for the owner of the 
patent to engage in lawsuits in order to protect his 
rights and prosecute infringements. If these suits 
are successful there is no serious objection to charg- 
ing their cost, if it is not collectible, against this 
patent account. Expenses of this character relate 
back to the date of the grant of the patent. 

20. Valuation of trademarks——While the actual 
cost of securing the trademark is insignificant, its 
value may be very great. Inasmuch as the life of a 
trademark is limited to the actual number of years 
during which it is to be used, it is difficult to pre- 
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determine the approximate life of the asset. When 
a trademark has been purchased from others, and 
the cost of acquiring it has been high, it must be as- 
sumed that the trademark carries with it a certain 
amount of goodwill. The same general principles 
which have been discussed in the preceding sections 
apply to trademarks. 

21. Valuation of copyrights ——The value of a copy- 
right usually lasts for a shorter period than the legal 
life, a fact which adds to the difficulty of valuing it 
properly. When a copyright is obtained by a com- 
poser or an author the cost is insignificant. In such 
cases it is usual to write off the amount as a part of 
the expense of the first edition of the work. 

Copyrights may be purchased from a former owner, 
and in such cases a high price is often paid for them. 
It is then usual for the amount paid to be spread 
over a number of years, during which it is expected 
the public favor will be retained. ‘These factors are 
so difficult of determination that conservative prac- 
tice requires that this asset be written off rapidly. It 
will be noticed that the life of patents, copyrights, 
and trademarks is terminable by law, but that of 
goodwill is not. 

Patents, copyrights and trademarks, as balance 
sheet items, are frequently used as devices to conceal 
issues of watered stock, and, when the amount ap- 
pears relatively large, a question is raised at once as 
to the correctness of the valuation. In this connec- 
tion, however, it must be borne in mind that the 
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goodwill is often built up around a patent, a copy- 
right, or a-trademark. Therefore, while the legal 
life of the asset may have terminated, the goodwill 
created as a result of the continuous use of the mo- 
nopolistic grant may have become very valuable. 


REVIEW 


Define goodwill, and state the factors upon which it depends 
and the means by which it is created. 

What factors must be taken into consideration in valuing 
goodwill? What should be disregarded? 

Describe the method of reaching a reasonable valuation for 
goodwill. What are the motives which prompt an inflation of 
this account? 

What is the proper treatment of goodwill in making consoli- 
dated balance sheets for a corporation and its subsidiaries? 

Can rules be formulated for the valuation of patent rights, 
trademarks and copyrights? Why is conservatism especially 
needed here? 


CHAPTER VI 


VALUATION AND INTERPRETATION OF OTHER 
ASSETS 


1. Deferred assets defined—So that a business 
concern may be able to determine the actual ex- 
penses incurred during a period, it is necessary that 
all expenses applicable to that period shall be charged 
to the income account. Similarly, if liabilities have 
been incurred or cash paid out for items of expense, 
the benefit or a portion of the benefit of which will be 
enjoyed in whole or in part in succeeding periods, it 
is fair that only that portion which applies to the 
current period should be charged to this period. 
Therefore, in preparing the account of a going con- 
cern, expenditures which have been made for the 
benefit of later periods are treated as assets, and are 
known as deferred assets. These assets are also 
sometimes called prepaid items or prepayments. 

It is not always necessary that a cash payment 
should have been made for such items. Jor example, 
advertising may have been contracted for on the 
first of December for a period of three months, the 
space to be used in like amounts each month; further- 
more, the bill covering the charge may not be re- 


ceived until January. The liability, however, should 
95 
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be taken up in the accounts and the expense should 
be apportioned as between the closing and the suc- 
ceeding year, on the assumption that the organization 
is closing its books at the end of the calendar year. 

2. Organization expenses.—There are a number of 
expenses incident to the organization of a corpora- 
tion, such as the incorporation fees, filing fees, legal 
expenses, expenditures of promoters, and many ex- 
penses in connection with the issue of securities. It 
would be proper to charge to the account of organi- 
zation expenses the cost incurred m the sale of stock, 
printing of the certificates, etc., but not expenses in 
connection with the issue of bonds. ‘This class of 
expenditures requires an entirely different treatment. 

As the organization expenses will have to be in- 
curred only once during the life of the corporation, 
and as the benefit of these expenses is presumed to 
exist throughout the life of the business, it would be 
manifestly improper to charge them against the op- 
erating revenue of the first year. On the other hand, 
it is deemed advisable to write off the amount within 
a reasonable period, depending somewhat upon the 
amount of the initial expenditures. The usual term 
varies from three to ten years. 

It would probably be better and more conserva- 
tive practice to permit an assessment of stockholders 
to such an amount as would be necessary to pay all 
these expenses. The capital stock might be sold at 
a premium, such premium to be applied to the reduc- 
tion of these expenses; this practice is customary in 
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some countries of Europe, but it is doubtful if it will 
ever be adopted in the United States or Canada. 
Usually, it is very difficult for an industrial corpora- 
tion in this country to sell its stock at par without 
giving a bonus of some sort, let alone realizing a 
premium for it, or to organize it under a plan 
whereby an assessment to cover organization ex- 
penses would be permitted. . 

3. Capital stock sold at a discount.—The laws of 
many jurisdictions do not permit a corporation to 
sell its capital stock at a discount. Where, however, 
the law permits the initial sale of stock at a discount, 
the discount allowed should be charged to a special 
account and may be treated as a deferred charge to 
expense, or as a deferred asset. It should never be 
merged with the organization expense. 

In its last analysis, the issue of stock at a discount 
is really the same thing as issuing stock only partly 
paid. The stockholders who acquire stock issued at 
a discount are, for practical purposes, in the same 
status as stockholders who acquire only partly paid 
stock. While a dividend may be declared to the 
stockholders out of current profits earned, it is advis- 
able that out of the initial earnings an amount should 
be retained by the company to wipe out the discount 
account. 

4. Discounts on sale of bonds.—Mention has pre- 
viously been made that it is improper to charge 
discount on bonded obligations to the organization 
expense account. The reason for this is that discount 
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on the bonds is really an adjustment of the interest 
rate specified in the evidence of debt to the market 
rate of interest for obligations of similar character. 
For example, if a corporation issues bonds bearing 
interest at the rate of, say, 5 per cent and the market 
rate of interest for securities of a similar character 
is 6 per cent, it is obvious that the bonds must be 
issued at a discount. Conversely, if bonds bearing 
interest at 6 per cent are issued when the market 
rate for a debt of a similar character is 514 per cent, 
the bonds undoubtedly can be sold at a premium. 
It follows from this, that, if a corporation issues bonds 
at a discount, the effective rate of interest which it 
pays would be the sum of the annual interest, speci- 
fied in the bonds, as increased by a ratable propor- 
tion of the discount sustained, or as decreased by a 
ratable proportion of the premium realized. 

The unamortized discount on bonds issued at the 
date of any balance sheet is treated as a deferred as- 
set, inasmuch as it is part of the cost of financing, and 
the burden of financing should be distributed over 
the years during which the use of the borrowed funds 
is to be enjoyed. 

In the past it was the usual practice, when bond 
issues were floated for the purpose of financing the 
construction or acquisition of permanent assets, to 
charge the amount of the discount to the asset ac- 
count. In its ultimate analysis, it will be seen that, 
as far as the income account is concerned, this prac- 
tice is exactly the same as carrying the amount of 
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_ the discount as a deferred asset. If charged to con- 
- struction, assuming that the life of the asset is co- 


incident with that of the bond, the corporation will 
be under the necessity of increasing the amount to 
be provided for depreciation by the amount of the 
bond discount charged to capital account. As ‘a 
result, the same amount of discount would be written 
off each year, only with this difference: If the dis- 
count had been charged to capital, the proportion 
written off would appear as a depreciation charge, 
whereas if it is carried as a deferred asset, it will be 
shown as an increase in the cost of carrying the debt. 
Since the purpose of accounting is to show facts in 
connection with the business in their true aspect, it 
is evident that there can be but one logical treatment 
of bond discount, and that is as an item of interest 
or as a part of the cost of financing, to be considered 
in connection with the actual interest paid in cash 
each year. 

5. Amortization of the bond discount.—The 
method that is probably most common in practice, 
and at the same time the most convenient, is that 
of writing off the discount on bond issues equally 
over the years during which the bonds are to run. 
Thus, if the bonds have a life of twenty years, one- 
twentieth of the amount of discount sustained would 
be charged to the income account each year. This 
is sometimes called the equal installment method and, 
while not the most scientific, commends itself because 
of its simplicity and consequent ease of operation. 
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If a corporation has a surplus, it may charge the 
entire amount of the discount to surplus. In this 
event, however, the income account of the current ~ 
year should be charged with its ratable proportion 
of the expense of borrowed funds, and only the bal- 
ance should be charged against surplus. This method 
is. objectionable on the ground that it charges the 
cost of the borrowed funds against the surplus of 
prior years, instead of against the income during 
those years in which the use of the money is to be 
enjoyed. 

Another method of disposing of the discount is to 
write off each year the proportion of the discount 
that the sum of the bonds redeemed in any year bears 
to the total amount of the bonds outstanding. 

The effective interest method is the most scientific. 
Under this method the discount is regarded as an 
annuity. Consideration is given to the amount of 
the discount, the redemption charges, and the nomi- 
nal rate of interest specified in the bonds. The ef- 
fective rate of interest is the amount which is charged 
to the income account each year. A pro-rata portion 
of the charge is credited to the bond discount ac- 
count, while the balance is credited to the interest 
payable account. The effective rate of interest can 
be calculated by the use of an annuity table. This 
rate should be charged to the income account and 
the difference between the effective rate and the 
amount of actual interest payable in cash should be 
credited to unamortized discount on bonds. 
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6. Treatment of premiwms on bonds.—Where 


_ bonds are sold at a premium, the procedure is the 


reverse of that where they are sold at a discount. 
In this case, a ratable proportion of the premium 
account is to be credited each year to the income 
account. This is done by debiting the premium on 
bonds, which is a deferred liability or a deferred 
credit, to income in the balance sheet, and crediting 
either the interest expense account or a specially ear- 
marked account in the income statement. Where 
bonds are sold at a premium, the effective rate of 
interest paid by the business is less than the stated 
rate. : 

7. Other examples of deferred assets ——The doc- 


 trine applied to deferred assets, just mentioned, is as 


readily applicable to prepayment of rent, interest, 
taxes and other items of expense. Any portion may 
properly be capitalized which applies to the succeed- 


_ ing accounting periods and which, from the point of 


view of a concern, is recoverable in benefit or service. 

Considerable discussion has arisen over the tem- 
porary capitalization of the expense of national ad- 
vertising. A national advertising campaign for the 
introduction of any product is usually an expensive 
undertaking. The benefit may not be reflected im- 
mediately and as a rule it is not, but it is assumed 
that it will be realized in the future. In this connec- 


tion, it must be considered that a large initial expense 
is not the only cost, but that a liberal advertis- 
ing appropriation probably will have to be made 
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in each succeeding year. The capitalization of ex- 
penditures of this kind requires careful considera- 
tion of all facts. It is usually unwise to treat this as 
an asset. The value of advertising is not questioned, 
but the results of it will be expressed in increased 
income and in the development of goodwill. As the 
reader has already noted, the creation of goodwill as 
an asset is not to be justified except when it is ac- 
tually purchased. While the expenditure for na- 
tional advertising campaigns may possibly be 
summed up broadly in the nature of a purchase of 
goodwill, there is a difference in that it is impossible 
to predetermine the value of it, as the benefits will be 
derived in the future, and its valuation is not made 
on the basis of past earnings. 

It is impossible to lay down a general rule for the 
valuation of this asset that would apply to all cases. 
The capitalization of a portion of this expense for a 
short period is justified. This is true only if one may 
reasonably expect that the advertising campaign has 
been carried on judiciously and if the returns seem 
to indicate that there is a tendency for new business 
to increase in volume. 

In any event, the amount treated as an asset should 
be set forth clearly under a special section in the bal- 
ance sheet, so as to indicate its true character. 

One must clearly distinguish between the expenses 
discussed in the preceding paragraphs and those 
which are made for the direct benefit of the next sea- 
son’s sales. Thus, advertising literature, expense of 
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_ advertising, or promotion expense for sales of mer- 
_ chandise to be sold during the next season, may prop- 
erly be capitalized, so that the amount may be 
charged against the income from sales in the proper 
period. 

8. Treasury stock.—Treasury stock, a so-called 
asset, will sometimes be found on the asset side of a 
balance sheet. It is that stock of a corporation which 
has once been issued for valué and which subse- 
quently has been reacquired through purchase or 
through donation or in exchange for a debt. The 
term “treasury stock” is frequently misused in place 
of “unsubscribed” or “unissued stock.” Treasury 
_ stock, as defined above, is an asset and represents 
value received, while unsubscribed or unissued stock 
does not represent value. As long as the treasury 
stock is held by the corporation it does not partici- 
pate in dividends, nor can it be voted at the meetings 
of the corporation. 

Creating-treasury stock by donation from the in- 
corporators, to whom the stock was originally issued 
by the corporation as consideration for the purchase 
of assets, or for service performed, is often made a 
device for giving away stock as a bonus with bonds, 
or for selling stock below par. The laws of some 
states prohibit the issuance of capital stock for less 
than par, and, where it is essential to do this, the 
board of directors will vote to issue stock for prop- 
_ erty or for services in greater amount than the prop- 
erty or services are actually worth, and subsequently 
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acknowledge the donation of a part of the stock from 
those who originally received it. This donated stock 
becomes treasury stock of the corporation and may 
be sold for any price. It is evident, therefore, that 
the sale of treasury stock below par accomplishes 
practically the same thing as the issue of stock at 
a discount. 

This procedure is legal, since the board of directors 
has sole authority to place a valuation upon assets 
and the courts will uphold whatever valuation ar- 
rived at, so long as no fraud is manifest. 

9. A treasury stock transaction—As an illustra- 
tion, .let us assume that the owner of a patent or- 
ganized a corporation for the purpose of working 
his patent and received, in return for the transfer 
of his patent rights, $50,000 in preferred stock and 
$50,000 in common stock. Manifestly he is in no 
better position after this procedure has been effected 
than he was in the first place, and, in order that the 
necessary funds with which to manufacture the de- 
vice may be forthcoming, he donates back to the 
company part of his stock to be sold for whatever 
price it will bring in the market. If the device proves 
to be successful and in demand, the value of the 
remaining shares that he holds will be greatly en- 
hanced. Custom seems to have sanctioned the book- 
ing of treasury stock at par but, if it is known at 
the time of donation what price it will bring, the 
stock may be taken up on the books at the price it 
is expected to realize. The complementary credit 
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_ will be either a capital surplus account, or stock do- 
nation account, or a reserve for working capital ac- 
count. If any of the stock is sold at less than the 
price for which it was booked, the difference between 
the price at which it was taken up on the books and 
the sales price realized will be adjusted through the 
account which was credited at the time the treasury 
stock was originally taken up in the accounts. 

After all the treasury stock has been disposed of, 
the corporation presumably will have cash or other 
valuable property representing the proceeds of treas- 
ury stock sold, and the reserve account or the capital 
surplus account will still remain open on the books 
for the adjusted amount. 

10. Disposition of donation reserve credit—The 
next question to be decided is the disposition of the 
- credit in the reserve or donation account. There is 
no legal reason why this amount may not be distrib- 
uted in the form of dividends. Since this action would 
defeat the purpose of the donation, if it were taken 
during the probationary period of the life of the cor- 
poration, and since the donor in all probability will 
retain sufficient control of the corporation to prevent 
its disposition for that purpose, it is probable that 
the surplus will not be disbursed in the form of divi- 
dends. Some authorities suggest that the credit be 
used to write down the inflated assets. However, in- 
asmuch as this would be an admission on the part of 
the board of directors that the assets were overvalued 
in the first place, in all probability the board would 
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not take kindly to this suggestion. ‘The amount 
standing at the credit of the reserve or donation ac- 
count will therefore remain until such time as the 
company is in a fairly prosperous condition, when 
the amount will find its way to surplus and ulti- 
mately be distributed. 

11. Acquisition of treasury stock below or above 
par.—A. corporation sometimes acquires its capital 
stock in settlement of a debt due to it. The stock 
may be taken over at par value, or at a price above 
par, or at a discount. The laws of some states strictly 
regulate a corporation in acquiring its own capital 
stock, while in other states the provisions are less 
rigid. Thus, in New York State, there is no specific 
statutory authority for the acquisition by a corpora- 
tion of shares of its own stock, but it has been held 
that a corporation may acquire its own shares pro- 
vided it acts in good faith and without prejudice to 
the rights of the creditors. 

If the stock is acquired at a price above par it is 
evident that the premium paid for the stock consti- 
tutes in effect a distribution of so much of the surplus 
of the corporation to that particular stockholder. 
Consequently, if the stock is not to be retired and 
canceled, it is probably the better practice to show 
it at its par value and charge the premium paid 
directly against the surplus account. If the stock has 
been acquired at a discount, it is evident that the cor- 
poration has redeemed a part of its capital stock liabil- 
ity for less than par, and, in this case, if the stock 
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_is not to be canceled and retired, the treasury stock 
_ should be shown at its cost price:in the balance sheet. 
_If the stock is to be retired, the corporation has sus- 
tained a profit equal to the difference between the par 
value and the price paid for the stock. This may be 
credited to the surplus account. Where treasury 
stock that has once been issued has come back into 
the treasury and is canceled, it ceases to be treasury 
stock and reverts to the status of unissued stock, 
thereby reducing the outstanding capital stock lia- 
bility. 

12. Stock donated to cover a deficit—The stock- 
holders of a corporation might donate back part of 
_ their holdings of capital stock for sale, so as to enable 
the corporation to wipe out a deficit. If the cor- 
poration is organized under the laws of a state that 
does not permit corporations to acquire their own 
capital stock, the best way for the transaction to 
be handled is to have a trustee receive the stock 
for the benefit of the corporation. ‘Then, when it 
has been sold, the proceeds will be turned over to the 
corporation, which will debit its cash account and 
credit the deficit account. If the corporation is or- 
ganized under the laws of a state that permits it to 
acquire its own capital stock, the treasury stock 
will be debited and capital surplus account will 
be credited, until the stock is sold. When the stock 
is sold, cash will be debited and treasury stock 
credited; and the difference between the price at 
which the treasury stock was taken up upon the books 
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and the price at which it was sold will be adjusted 
through the capital surplus account. Thus the treas- 
ury stock will always appear on the books at the 
same value as the amount standing at the credit of 
the capital surplus account. The credit balance in the 
capital surplus account could be transferred to the 
credit of the deficit account, thus wiping out the 
deficit. 

13. Treatment of treasury stock in statements— 
While treasury stock is a legitimate asset provided 
it can be sold, it has potential value only, and the 
same may be said of unissued or unsubscribed stock. 
Actually, the only difference is in the fact that there 
is a legal limit on the sales price of unsubscribed 
.stock while treasury stock may be sold at any price. 
Furthermore, treasury stock represents a reduc- 
tion in the outstanding capital stock of the corpora- 
tion. 

Because of its nature it is more logical, then, to 
treat treasury stock in the balance sheet as a deduc- 
tion from capital—namely, as an offset account 
among the capital accounts rather than to include 
it among the true assets. When treated in this man- 
ner, it will be shown at par value. If the stock was 
purchased by the issuing company at a discount, 
there should be created an account “Treasury Stock 
Surplus” or “Reserve for Treasury Stock.” To this 
account will be credited the difference between the 
actual cost price and the par value at which it is 
carried on the books or statements. If the treasury 
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‘stock is to be shown on the balance sheet among the 
assets, it is, perhaps, best booked at cost. 

14. Sinking funds.——A sinking fund has been de- 
fined as “a fund set aside out of assets and accumu- 
lated at interest for the purpose of meeting a debt.” 
In many corporation balance sheets there will be 
assets earmarked as being various kinds of funds. 
They arise from many sources. For instance, cor- 
porate bondholders require the assurance that the 
amount due to them will be paid at maturity. To ac- 
complish this, the indenture usually provides that a 
certain sum shall be set aside at periodic intervals, 
which, when invested and reinvested at an assumed 
rate of interest, will amount to the principal of the 
debt at the maturity thereof. The fund set aside is 
usually placed in the hands of trustees, a trust com- 
_pany ordinarily being designated for this purpose. 
Detailed provisions are made in the indenture with 
reference to the investment of the fund and the re- 
tirement of the debt. The phraseology used in the 
majority of indentures, “the sinking fund shall be 
set aside out of profits,” necessitates a charge against 
revenue and a credit to a sinking fund reserve for 
the amount of each installment. At the same time 
an equivalent amount of cash is set aside out of the 
general funds of the company. 

When the bonds mature, the sinking fund invest- 
ments are converted into cash and the cash used to 
retire the indebtedness. The indenture frequently 
provides that the sinking fund shall be invested in 
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the very bonds which are to be redeemed; the agree- 
ment may also stipulate the price to be paid in re- 
purchasing the bonds. In some cases the bonds which 
are to be retired through the fund are drawn by lot, 
and therefore cease to bear interest after the date of 
drawing. 

15. Sinking fund reserves.—Such reserves simply 
serve the purpose of withholding from stockholders 
a certain portion of the profits during the life of the 
indebtedness, and, after the liquidation of the in- 
debtedness, revert to surplus, from which they were 
originally created. The sinking fund reserve oper- 
ates practically as a depreciation reserve. The 
profits represented by the sinking fund reserve will 
ultimately find their way into fixed property invest- 
ment, and thus serve to keep intact the original in- 
vestment of the company. Therefore, if the sinking 
fund reserve is large enough to take care of the ac- 
crued depreciation on physical property, the company 
is under no compulsion to provide, in addition, a 
reserve for depreciation. If both reserves have been 
created simultaneously, income has been charged 
twice for the same thing. 

Inasmuch as depreciation is a legitimate charge 
against the current income account, contributions to 
the sinking fund reserve are a charge against income 
if no depreciation reserve is provided. If, however, 
a depreciation reserve is also created, contributions to 
the sinking fund reserve should be charged against 
surplus, and not against current earnings. 
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It is important to note, in passing, that while both 
reserves may be created simultaneously, they have 
different purposes, and are accumulated on different 
bases. 

16. Funds distinguished from reserves—A fund 
is an asset and, as its name implies, consists of an 
amount of cash or other assets set aside from the 
general funds of the company, for a specific purpose. 
In contradistinction to a fund, a reserve is a credit 
account created by setting aside a certain portion of 
the profits or surplus for some specific or general 
purpose. 

Not infrequently, the reserve serves to measure the 
amount of its corresponding fund. Thus, a sinking 
fund reserve might be set aside out of profits or sur- 
plus by virtue of the provisions of a mortgage inden- 
ture and, at the same time, cash or other assets 
equivalent to the amount of the reserve might be set 
aside in the sinking fund. As previously stated, 
after the fund has been expended as planned, the re- 
serve account reverts to surplus, or is treated in whole 
or in part as a depreciation reserve. It has been set 
up to prevent the excess distribution of profits during 
the time that funds in corresponding accounts were 
being diverted to the redemption of the lability— 
working capital being undistributed. 

An insurance reserve might be created out of rev- 
enue for the purpose of enabling a company to carry 
its own insurance. In this case the reserve would be 
created by charges to operating expenses. At the 
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same time an insurance fund would be created so 
that, in event of loss by fire, the company would have 
the necessary cash, or its equivalent, to reimburse it- 
self. If this reserve were not specifically invested in 
assets such as cash or securities, it might perhaps be 
invested in the very properties that would be de- 
stroyed by the fire. A fund, therefore, is always an 
asset, while a reserve is always a credit. 


REVIEW 


Explain the general nature of a deferred asset. State the 
best method of handling the organization expenses of a corpora- 
tion; the discount on the sale of capital stock; outlays for na- 
tional advertising. 

Describe different methods of treating the discounts on bonds 
sold, and conversely the premium obtained, and state the merits 
and defects of each. 

What is treasury stock? How is it created and why? 

Explain the nature of a sinking fund and how it is operated. 

Distinguish between reserves and funds. 


CHAPTER VII 


ANALYSIS AND INTERPRETATION OF LIABILITIES 


1. Liabilities defined and classified —A. liability is 
a claim against a debtor which gives to the creditor 
a right’ of action at law. Liabilities are to be dis- 
tinguished from accountabilities. Thus, a factor who 
receives a consignment of goods from a shipper is 
accountable to the shipper for the goods or the pro- 
ceeds of sales. No liability, however, attaches to the 
consignee beyond that of taking ordinary care of the 
property of the shipper until such time as he has sold 
a portion of the goods and collected the proceeds. 
Then the relation of liability arises. 

Under American practice the right-hand side of the 
balance sheet, as we have seen, contains two classes 
of rights, those of the creditors and those of the pro- 
prietor. | 

Capital is not to be considered as a strict liability. 
Liabilities are broadly classified in two groups,— 
fixed and current. The former are those liabilities 
which have more than one year to run from the 
date of the balance sheet; the latter comprise those 
liabilities which must be liquidated out of the current 
assets and are payable at the latest within one year. 


Liabilities are also divided into funded debt and un- 
113 


114 FINANCIAL AND BUSINESS STATEMENTS 


funded debt. Funded debt consists of debts for which 
definite provision for repayment has been made. A 
funded debt is usually secured by a mortgage or 
other lien. Unfunded debt is that debt which rests 
upon the general credit of the business, and for which 
no definite provision for repayment has been made. 

This classification as between funded debt and un- 
funded debt is not adopted by all. For example, 
there are some who class debenture bonds as funded 
debt, even though no provision may have been made 
for the ultimate repayment of the debentures. This 
may be due to the general belief that funded debt is 
a long-time loan and unfunded debt a short-time loan. 
This, however, is not a true point of distinction. 

Fixed liabilities are also called capital liabilities be- 
cause they represent the part of the capital income of 
an undertaking which has been invested in assets of a 
permanent character, or capital assets. The reader 
can readily see the difficulty, in many instances, of 
determining from the mere names the character of the 
various classes of financial instruments or evidences 
of debts which are found in practice. In the present 
volume, we are not concerned with the nature of these 
evidences of debts or with the security underlying 
them; we are interested in seeing that the character 
of the debt is stated clearly in the accounts. 

2. Bonded debt-——A bonded debt of a concern is 
that debt which is evidenced by an issue of bonds. It 
may be secured or unsecured and provision for its 
repayment may or may not be made. In order to 
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determine the nature and kind of bonds shown in a 
financial statement, it may be necessary at times for 
the outsider to obtain an abstract of the instrument 
and indenture underlying these bonds, assuming, 
rightfully, that such an instrument exists. Bonded 
debts may be secured by a pledge of real property 
or by a pledge of personal property. The dis- 
tinguishing features of each class will be the security, 
if any, underlying the debt, the rate of interest, the 
date of maturity, and the interest dates. All obliga- 
tions of a business which agree in all respects with the 
four classifications mentioned above should be shown 
in the same account. 

Where a debt is secured by a mortgage or a pledge 
of personal property, the property covered by the 
mortgage should be plainly indicated in the title of 
the account, thus, “first mortgage 5 per cent bonds,” 
or “collateral trust 5 per cent bonds.” Where a 
mortgage has-been issued underlying the bonds, it is 
evident that there has been a definite pledge of a fixed 
amount of the company’s property, and the real lia- 
bility is the amount of the mortgage and not the 
amount of the bonds which may be issued and out- 
standing. When the bonds are secured by a mort- 
gage, unissued bonds differ from unissued stock and 
are carried as assets. The unissued bonds are a part 
of the authorized issue which is secured by a mortgage 
on the property. This lien gives them value, which is 
in abeyance as long as they are in the hands of the 
company, but which becomes operative as soon as they 
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are acquired by others. Therefore, treasury bonds 
are just as good collateral for loans to the company 
itself as they would be to others who had bought and 
paid for them. 

Should treasury bonds be used in this way as collat- 
eral, the entire authorized issue of bonds would then 
appear as a liability. Unissued stock, on the other 
hand, has no value, nor does value attach to it until 
it has been exchanged for cash or its equivalent. 
Therefore, it is important that the amount of all 
mortgages and pledges of property to secure evi- 
dence of debt be set forth clearly in the balance sheet. 
A cross reference to the amount unissued should be 
made to be certain that the two accounts are consid- 
ered together. When the unissued bonds are not 
shown as an asset, the amount should appear as a 
deduction from the authorized amount and the net 
indebtedness (bonds outstanding) should be extended 
in the liabilities column. 

Where the amount of bonds issued and outstand- 
ing is less than the amount of the mortgage underly- 
ing the issue, it is also important to note the amount 
of the property pledged, so that any one may deter- 
mine what assets remain unpledged. 

Overissue of bonds is usually guarded against by 
clauses in the indenture providing for registration and 
certification. The fact that these requirements have 
not been followed does not alter the status of unis- 
sued bonds. Where part of the unissued bonds have 
been registered and part have not, the fact wil] usu- 
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ally be stated in the balance sheet. The necessity of 
showing the amount of the mortgage underlying the 
bonds compels this treatment of unissued bonds. 

Where, therefore, more than one mortgage or lien 
exists on the whole, or any part, of the property of an 
enterprise, it is important to have the mortgages and 
liens listed separately in the balance sheet, and to de- 
scribe the property upon which liens attach. 

It will occasionally happen that the unissued evi- 
dences of debt secured by a mortgage of a corpora- 
tion may be given as collateral security for loans 
obtained from banks. When this is the case, the loan 
from the bank should be stated as a current liability, 
if it has less than a year torun. A notation showing 
the amount of bonds which have been pledged as col- 
lateral security for the loan should be appended. 

The difference between the value of the property 
pledged and the amount of debt evidences issued 
against it constitutes the equity of the proprietor. 

In those cases in which it is not possible to show con- 
veniently the nature of the debt and the property 
pledged as security in a balance sheet, a separate 
schedule should be attached to the balance sheet dis- 
closing this information. 

8. Mortgage debts and bonds.—A concern may 
mortgage its property, in which case the mortgage 1s 
usually given to one individual on a single bond se- 
cured by the mortgage. While the legal debt is the 
bond, and the mortgage is merely security for it, yet 
in the last analysis the real debt is the mortgage. 
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Real estate mortgages are conveyances of title on 
the condition that the title of the mortgagee shall 
be defeated when the debt is paid. ‘They are ex- 
ecuted, acknowledged and recorded like a deed. 
Chattel mortgages which cover personal property do 
not usually convey title. They are usually for shorter 
terms than real estate mortgages and for that reason 
are generally classified under the heading of current 
liabilities. In the majority of cases, chattel mortgages 
are given as additional security for merchandise pur- 
chased on credit, or for movable property purchased 
on credit. Thus, for example, a man may sell mer- 
chandise to a firm on open account, taking in exchange 
a chattel mortgage on the stock as additional secu- 
rity. If such mortgages are not disclosed in the finan- 
cial statement, one who is about to grant credit on 
such a balance sheet would be greatly misled, be- 
cause the balance sheet would appear to show more 
unpledged assets than the borrower had. 

Interest on bonded debt or on mortgage debt 
should be accrued because interest accrues from day 
to day, and, at the time of stating the accounts, the 
interest accrued should be shown in the balance sheet 
as a current liability. 

4. Fixed liabilities—Real estate mortgages and. 
other obligations due at a distant time are known as 
fixed liabilities. Frequently they are incurred for the 
purpose of acquiring fixed assets. The first requisite 
in the creation of fixed long-time liabilities is the 
maintenance of a proper relation between the liabili- 
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ties and the fixed assets on which they are based. 
And yet, without adequate earnings to pay interest, 
the security counts for little. Two other factors then 
are of equal importance: (a) enough income to pay 
interest charges, and (b) provision for payment when 
due. Analysis of earnings has already been discussed. 
Repayment is a matter of sinking fund accumula- 
tions, or else a trustworthy financial policy on the 
part of the management. Of course, with the larger 
companies, refunding issues are resorted to. This 
makes such bonds or loans practically permanent in- 
vestments taking the nature of preferred stock. 

When the earnings warrant it, it is manifestly bet- 
ter for the owners of a business to raise a good part 
of their funds through loans. As earnings improve 
the interest payments do not increase. This leaves a 
constantly increasing amount free for dividends. 

5. Notes payable.—Classified under this heading 
would be the promissory notes given by a concern 
to its creditors, or issued as an accommodation to 
others. They are usually payable in less than a year, 
and therefore would be classified under the current 
liabilities. If the notes bear interest, the interest 
should be accrued up to the date of the balance sheet. 
If the firm has accepted a draft or a bill of exchange, 
it may be handled in the same ‘account, since an ac- 
_ cepted draft is the same as a promissory note for all 

practical purposes. Where it is desired to keep the 
- two classes of instruments separate, this may be done 
_ by creating one account for notes payable and another 
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account for drafts payable. The amount of notes and 
drafts payable must be closely watched. Unless 
trade customs justify it, or unless there has been a 
heavy seasonal or temporary accumulation of inven- 
tories, a large amount of notes and drafts indicates 
financial weakness. 

6. Trade creditors—Included under trade credi- 
tors would be the amount due for merchandise or 
property purchased, as well as the amount due for ex- 
penses of various kinds incurred in the ordinary course 
of business. A comparison of trade accounts pay- 
able, payments to trade creditors, materials consumed 
and inventories serves as a reasonably reliable check 
on the honesty with which material costs are reported 
and upon the accuracy of the inventory valuations. 

7. Salaries and wages accrued—The amount due 
and unpaid for claims of officers and employees or 
amounts due partners in respect to salaries and 
wages will appear in the account, “salaries and wages 
accrued.” ‘The amount set up as a liability should be 
the amount accrued from the last date of payment. 

8. Other liabilities —Taxes accrued up to the date 
of a balance sheet should be shown as a current liabil- 
ity. The account, “taxes accrued,” would also include 
the estimated portion of income taxes accrued up to 
the date of the balance sheet. Rents accrued, royal- 
ties accrued and dividends declared and payable are 
examples of other liabilities that may be found in a 
balance sheet. 

With reference to dividends, it is to be noted that 
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until the board of directors has met and actually de- 
clared and published the declaration of a dividend, 
that dividend is not a liability. It follows from this 
that unpaid dividends on cumulative preferred stock, 
not declared by the board of directors, are not a lia- 
bility of the corporation. Nevertheless, they should 
be stated in a footnote in the balance sheet, because 
the failure to do so would mislead possible investors in 

the common stock of the undertaking. 

9. Deferred liabilities —The term “deferred liabili- 
ties” is really a misnomer. It includes profits that 
are not properly to be credited to the profits of the 
current year, but to be carried into a succeeding period 
or periods. From the point of view of proprietor- 
ship, they are liabilities in that they represent the 
liability of the organization to deliver service in a 
later period. ‘Thus, for example, a tenant may pay 
rent in advance and at the date of the balance sheet 
a certain portion of the rent paid in advance will 
have been earned and a portion will be unearned. 
The portion unearned is set up as a deferred credit 
to income because it represents the return on rent 
service which the tenant is to enjoy from the landlord 
during the following period. Deferred liabilities are 
the reverse of deferred assets. 

10. Contingent liabilities——Contingent liabilities 
are those which may or may not occur upon the hap- 
pening of a certain event or contingency arising out 
of past transactions. The most common examples of 
contingent liability are those of liability under notes 
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receivable which have been discounted and liability as 
a guarantor of the principal or interest on the debt 
of another firm. Liability as guarantor for the prin- 
cipal and interest of the debt of another is such a 
liability as a holding company might assume, as guar- 
antor of the principal and interest of the debt of a 
subsidiary. Contingent liabilities will be offset by 
contingent assets. Thus, the contingent asset off- 
setting the contingent liability for a note receivable 
discounted is the claim which arises against the maker 
of the note if the liability becomes actual. Of course, 
the value of the contingent asset depends upon the 
ability of the maker to pay. Where one has assumed 
contingent liability as guarantor of the principal and 
interest of the debt of another, the guarantor usually 
protects himself by taking security. If the security 
taken by the guarantor is equivalent to the amount of 
his liability, the contingent asset is equivalent to the 
contingent liability; otherwise, of course, a loss may 
result. 

It is not customary to show contingent assets and 
contingent liabilities in the balance sheet proper. 
Nevertheless, contingent liabilities should be stated 
in a footnote in the balance sheet, if not included in 
the balance sheet itself. If both contingent assets 
and contingent liabilities are included in the balance 
sheet, they will be grouped under their appropriate 
caption, with cross references. 

11. Conclusions to be inferred from the liabilities. 
-—Having thus considered the nature, interpretation 
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and the valuation of assets and liabilities, it remains 
now to consider what inferences may be drawn from 
them. The capital assets or the fixed assets are usu- 
ally acquired in part by the issue of fixed liabilities 
and capital stock. In all cases there should be a rea- 
sonable equity in the fixed property. In other words, 
bondholders and mortgagees ought to be protected 
by a reasonable margin against the possibility of loss. 
What this margin should be depends upon circum- 
stances, but it should seldom be less than 25 per cent. 

12. Ratio of current assets to current liabilities — 
While this subject will be discussed in the chapter 
dealing with ratios, nevertheless it will not be amiss 
to make certain observations at this point. Creditors 
on open accounts, as well as bondholders, are also 
interested in the relation which exists between current 
assets and current liabilities. There should always 
be a reasonable excess of quick assets over quick lia- 
bilities in every concern that issues mortgaged or 
bonded debts. Here, again, ratios vary because the 
conditions will vary in the different lines of busi- 
ness. In the meat packing industry, the quick as- 
sets will show a much better ratio than in the textile 
industry, because of certain differences in the nature 
of the business transactions. At any rate, under or- 
dinary circumstances, it is considered that there should 
be at least twice the amount of quick assets as of 
quick liabilities. A large amount of cash on hand 
and a large amount of accounts payable might be an 
indication of careless management. If the accounts — 
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payable are subject to cash discounts, it might be 
more profitable for the organization to increase its 
loans and use the cash in the reduction of accounts 
payable through taking advantage of all discounts. 

The balance of the cash account should be consid- 
ered in connection with the amount of wages and cur- 
rent liabilities due. With reference to loans payable, 
one would look for fluctuations. Thus, during the 
season in which an undertaking is acquiring its mer- 
chandise and getting it ready for market, there will 
be a constant increase in the amount of the outstand- 
ing accounts and notes payable. At the end of the 
season, or at the end of the normal fiscal year, one 
would expect to see the accounts payable reduced to 
an amount representing, perhaps, current bills not yet 
due. One would also expect to find that all the bank 
joans had been paid off. If bank loans for a rela- 
tively large sum were outstanding at the end of the 
normal fiscal period, or at the end of the season, it 
would be an indication that the concern was financing 
itself permanently on borrowed capital. This pro- 
ceeding might be a dangerous one, because the loans 
might be called at any time and the firm might be 
unable to repay on demand. A business should have 
a sufficient amount of owned capital to take care of 
its ordinary financial needs at the end of the fiscal 
or seasonal period. 

Moreover, the proper relation between fixed and 
current liabilities is essential when a business is in the 
_ process of developing, or when extensive expansion of 
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an existing business is planned. Nothing could be 
more serious than the falling due of current liabilities 
in amounts greater than funds accumulated for pay- 
ment. 

13. Tracing omitted liabilities The omission of 
liabilities from the balance sheet is an expedient eas- 
ily and, sad to say, frequently adopted. Whether the 
omission is intended, or occurs through inaccurate 
preparation of statements, it causes a misstatement of 
the financial condition and swells the surplus or pro- 
prietorship. The possibility of such omissions should 
never be overlooked in interpreting a balance sheet. 

The more common forms of omission are (a) tak- 
ing material into stock but not expressing the liability 
therefor on the books; (b) discounting of notes and 
issue of notes payable without book or balance sheet 
record, and (c) failure to accrue liability for wages, 
salaries, interest, taxes, etc. 


REVIEW 


State the distinction between a liability and an accountability, 
and discuss the various kinds of liabilities. 

Explain the nature of funded debt as distinguished from cur- 
rent liability. 

What accruals are to be considered as liabilities? 

What are contingent liabilities and contingent assets, and 
how far should they be recognized in the balance sheet? 

What information can be looked for in a scrutiny of the 
liabilities ? ‘ 


CHAPTER VIII 


ANALYSIS AND: INTERPRETATION OF INCOME 
STATEMENTS 


1. General divisions of the income statement.—The 
income or revenue of a business undertaking is de- 
rived from the sales of its product or service, or from 
property which it owns. The income may be broadly 
classified as primary income, sometimes called oper- 
ating revenue, and secondary income or non-operat- 
ing revenue. The former represents income derived 
from the principal business in which the firm is en- 
gaged, while the latter consists of the income derived 
from the capital or property of the undertaking in- 
vested in outside ventures, or controlled by others, 
such as interest on bonds or money loaned, dividends 
on securities, rents, sales of by-products or sales of 
scrap material, and so on« 

The expense of conducting the business includes the 
cost of materials consumed in producing the com- 
modities or service which the undertaking offers for 
sale, together with the expenses incurred in selling 
the commodities or service, and the expenses of ad- 
ministration. The cost and expenses are also classi- 
fied as between operating expenses and non-operating 


expenses. Operating expenses comprise the total 
126 
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cost and expense of securing the primary income, or 
the operating revenue. Non-operating expenses may 
be the cost of securing non-operating revenue and the 
cost of collecting it, or they may be expenses purely in 
connection with capital invested in other activities 
than those in which the business is principally en- 
gaged. For the purpose of illustrating the method to 
be employed in analyzing and interpreting the income 
account or statement of an undertaking, the items 
found in a typical income account of a manufacturing 
organization have been selected. The principles ap- 
plied hold equally well for a trading concern, or any 
other form of business organization, though some of 
the accounts involved may differ. 

2. Gross sales or gross income.—All goods sold, 
whether for cash or credit during the period under 
consideration, will be shown in the sales account. 
This account should be credited with all valid sales 
which legally transfer to the purchaser the title to 
the merchandise disposed of. 

The sales records should disclose the amount of 
cash sales and sales on credit. This information will 
be valuable when considering the relation between 
the outstanding accounts and the total charge sales 
of the period. For example, if the annual sales on 
credit amounted to one million dollars, and if the 
sales for the different months were uniform, one would 


‘next consider what terms of credit are usually al- 


lowed. Let us assume that the average term of credit 
allowed is thirty days, and that the balance sheet 
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this character, so that the management may know at 
the end of the period what the relation is between 
sales and returns, all goods returned by customers 
should be debited to a sales returns account, and not 
to the gross sales account. It will thus be possible, 
at the end of the fiscal period, to determine just what 
proportion of sales are returned, and whether the evil 
is increasing or decreasing. A further analysis may 
be made to determine the amount of returns in each 
salesman’s territory, as some salesmen will oversell 
their trade. 

7. Prepaid charges treated as sales.—Business 
houses in some cases are accustomed to prepay freight, 
insurance and cartage, for the accommodation of cus- 
tomers, charging the amounts of these items in the 
invoice for the goods shipped. In many instances, 
these charges to customers are credited in their en- 
tirety to the sales account. This is bad practice, be- 
cause it overstates the amount of the sales. The 
amounts charged to a customer for freight, insurance 
and cartage prepaid should be offset against the ex- 
pense of the shipper in that connection. Therefore, 
the sales account should not be credited with these 
amounts. 

8. Sales of scrap or residuals.—Sales of scrap ma- 
terial, or of by-products, should not be credited to the 
regular sales account, but should be handled through 
special accounts created for them. Against the in- 
come received from the sales of scrap or residuals 
should be offset the cost thereof, and the net profit 
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from the transactions should be taken into the income 
account as an item of miscellaneous income. 
Sales to branches, or transfers of merchandise be- 


_ tween departments, should never be included in the 


sales account. Until actual sales are reported, such 
goods may be carried as a part of merchan- 


_ dise inventory, computing, however, their value at 


cost. 

9. Percentage calculations—The gross sales, there- 
fore, as reduced by the amount of returns and allow- 
ances, constitute net sales. This is the amount which 
should be used as the base for all percentage calcula- 
tions that are made on the basis of the selling price. 
In this connection, it is pertinent to say that, while 
probably the majority of business undertakings make 
the percentage calculations in the income account by 
using net sales as a basis, it is mathematically more 
correct to use the cost of goods sold, or the cost of 
service rendered, as a basis. One method is just as 
good as the other, as long as it is borne in mind that 
whatever basis is used, it must be consistently em- 
ployed throughout. One must understand thor- 
oughly, however, whether the basis is cost of sales 
or selling price. 

The reader may have noticed that, in the literature 
that has appeared from time to time on the subject of 
percentage of profits, some authors insist that one 
of the two methods of figuring the percentage of 
profit is correct, and that others take the opposing 
view. The important point that many authors over- 
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look is that, when the selling price is taken as the 

base, the base will vary with the profits, since the 

latter are included in it. Yet it is recognized that 

the chief reason for making comparisons by means of 

percentages is to reduce the results to a common base. 
To quote from Dawson’s Compendium: 


This variation is, moreover, uncontrolled by any prin- 
ciple, being, in the case of a large proportion of profit, en- 
tirely disproportionate to the variation caused by a smaller 
rate of profit. As an instance, 10 per cent of profit com- 
puted upon the cost price is equal to 9144 per cent when the 
same result is taken on the selling price, but if 50 per cent of 
profit on cost prices be computed upon selling prices it will 
only show 3314 per cent. Furthermore, as the sale price is 
composed of the cost price and the profit, the latter cannot 
exceed the sale price, from which it follows that a profit 
based upon selling prices cannot exceed 100 per cent, nor 
even equal 100 per cent, if the goods have cost anything at 
all. None of these impurities or limitations exists in con- 
nection with a cost price percentage. Of course, a given 
percentage computed upon the cost will always show a cer- 
tain other percentage if the same result as regards profits is 
computed upon selling prices, i. e., 10 per cent based upon 
cost is at all times equivalent to 9141 per cent of the selling 
price: 50 per cent of cost is always equal to 3314 per cent 
of sale price, and so on. Therefore, so long as the rate of 
profit is under 25 per cent, and does not vary greatly, com- 
parisons of results based on selling prices will not be as mis- 
leading as they would be otherwise, and may be adopted 
without great danger, provided the nature of the base upon 
which they are computed is always borne in mind. It is 
often urged that a sale price percentage is adopted on the 
score of convenience, the cost of the articles being difficult 
to ascertain on account of the difference of stocks and other 
obscuring elements. But the cost incurred in respect of the 
sales effected can be obtained by a simple expedient as soon 
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_as the amount of profit has been ascertained. As above 
_ stated, the cost and profit combined equal the selling price— 
therefore, if the amount of profit be deducted from the net 


sales, the cost of the goods sold must be the result, quite in- 
dependently of the questions of purchases, differences of 
stocks, etc. 

The following extract will show that the cost price per- 
centage is not only the true basis mathematically, but is 
also in accord with economic principles:—“The capitalist, 
then, may be assumed to make all the advances and receive 
all the produce. His profit consists of the excess of the 
produce over the advances; his rate of profit is the rate 
which that excess bears to the amount advanced.” (John 
Stuart Mill.) 


10. Outward freight and cartage——The question 
as to whether outward freight and cartage paid by a 
firm for goods sold f.o.b. destination should be de- 
ducted from the selling price or treated as a selling 
expense is the cause of considerable discussion. It 
would seem that, if the general custom of the concern 
in question is to deliver goods f.o.b. destination, 
the amount may be very well treated as an offset to 
the net sales in this section of the income account. 


~ When, however, the allowances are not the general 


custom but are under the direct control of the sales 
manager, it is better to treat the amounts paid for 
freight and cartage on shipments of goods to custom- 
ers as a selling expense. 

11. Service liabilities —In coriait enterprises it is 
customary for the service or merchandise sold to be 
paid for in advance. ‘Thus, a gas company supply- 
ing gas to so-called “prepayment meters,” or a rail- 
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road selling commutation tickets, will always have a 
greater amount of revenue received for service or for 
merchandise than has actually been delivered to the 
customers. ‘Therefore, all receipts from this source 
may not necessarily be income of the period in which 
received. It will be necessary to determine, by some 
fair and adequate means, that the correct proportion 
of this revenue has been credited to the current in- 
come account and that the balance, representing the 
service liability to be delivered in the next period, has 
been set up as a deferred credit to income or a de- 
ferred liability. 

12. Installment sales——When firms do business on 
the installment plan, the sales account should be in- 
terpreted in the light of the practices of the firm, with 
reference to the provisions made for the loss on 
doubtful accounts and collection expenses in connec- 
tion therewith. It is also important to note that the 
income account of the period under review has not 
been credited with a greater amount, with respect to 
such sales, than may be properly taken to the credit 
of income. 

Where sales are made on both a “cash” and “in- 
stallment” basis, the latter being at a higher unit 
price, the difference between the cash and installment 
price should be credited to an interest account and 
spread over the life of the contract. 

13. Containers included in sales prices—Care must 
be used to see that the sales account does not receive 
credit for containers charged to customers. 'Thus, in 
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_ sales of certain chemicals, such as anhydrous am- 
_ monia, containers are charged on the invoice to cus- 
_ tomers along with the merchandise. It is evident, too, 
that the sales account should not be debited with 
amounts for returned containers. A special reserve 
account should be opened to be credited with the 
value of containers at the time of sale. When, from 
time to time, containers are returned, the reserve ac- 
_ count should be debited for the amount which is paid 
out in cash, or which is credited to the account of the 
customer. When the reserve is large, it may be ad- 
visable to create a special fund for it to the extent 
of the debits to customers in respect thereof, collected 
in cash. 

14. Other features of sales analysis.—The condi- 
_ tions of the past few years have been such that an 
_ analysis of sales without a consideration of certain 
special features frequently would be misleading. For 
example, fluctuations to which prices have been sub- 
ject immediately suggest that their trend must be 
_ considered in conjunction with fluctuations in volume 
_ of sales. This thought also brings out the importance 
_ of studying the markets. While placing considerable 
- emphasis on the present volume of business the execu- 
_ tive cannot overlook prospects for the future. Are 
- they good or bad? 
Years of suspended Bidaction or suspended de- 
- mand on the one side, and artificial demands or mar- 
_ kets on the other, also bring out many peculiar 
~ comparisons. 


XXII-11 
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15. Other items of miscellaneous income.—Occa- 
sionally, extraordinary profits result from the sale 
of land holdings, patents which are of no further use 
to the enterprise, or other assets which it may seem 
advisable to sell. Such unusual profits should not be 
merged with the profits from business operation, be- 
cause to do so would throw the operating revenues 
out of proportion and destroy the possibility of com- 
parison. The proper practice is to state such items 
separately, under descriptive headings, and to carry 
them as miscellaneous income. Sometimes these items 
are of such an unusual nature as to constitute a direct 
addition to surplus and should not appear in the in- 
come statement at all. Income from investments, not 
directly connected with operations, should be com- 
pared with the same items for previous periods and 
considered in conjunction with any changes in the in- 
vestments. 

16. Comparisons of sales with the amount of the 
final inventory.—In order to determine the efficiency 
of the management, it is well to make a comparison 
between the total volume of the sales and the amount 
of the final inventory. In making this comparison, 
however, consideration must be given to the length 
of time it takes to manufacture the goods. For ex- 
ample, if a concern has annual sales amounting to 
$1,200,000 and reports an inventory on hand at the 
end of the period amounting to $500,000, the surface 
indications are that the firm is carrying too much of 
an investment in stock in trade. This might appear 
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_ all the more probable if it were known that the manu- 
_ facturing process took approximately twenty days. 


The presence of this large inventory would indicate 
poor management in allowing stock to accumulate, 
or the presence of a large amount of dead stock, or an 
inflation of inventory values. Many factors have 
brought about the possibility of low inventories and 
quick turnover of stock in the modern business. 

If the gross profit on trading operations was ap- 
proximately the same in the period under considera- 
tion as in preceding periods, the question of the 
heavy inventory would be of less importance. Pos- 
sibly, a quantity of dead stock and goods out of style 
or fashion may be included in the inventory at cost 
prices, or it may be that the firm has overestimated 
its requirements in the way of raw material, or may 


| have manufactured too heavily, and thus has too much 


of its liquid capital invested in merchandise. 'The 


_ point to be considered in such instances is the prob- 


able loss in disposing of these goods. Under the 


- conditions of fluctuating and falling prices an exces- 


sive inventory of even active stock is decidedly 


_ dangerous. 


It is not safe, however, to draw conclusions at any 
time without a further investigation of the facts, for 
it may happen that a large proportion of the inven- 
tory is in raw materials which the concern has accumu- 


lated at advantageous prices for use in later periods. 
In other instances, business organizations accumulate 
- stocks of raw materials in excess of their own require- 
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ments at advantageous prices, which enable them to 
sell some of the raw material to other less fortunate 
manufacturers. 

However, the comparison between the total sales 
and the final inventory should always be made. In 
the light of other information one may judge whether 
or not the management is efficiently employing its 
liquid capital. 

17. Cost vs. expense—While everything consumed 
in the operation of a business is technically an ex- 
pense, the material and labor that enter into the 
manufacture of a product are usually known not as 
expenses, but as costs. General outlays in a factory. 
other than material and labor, while commonly 
known as factory or overhead expenses, are also a 
part of costs. The selling and administrative ex- 
penses are those usually designated as the expenses of 
a business. 

This distinction between cost and expense is not 
very clearly defined, and frequently the two terms 
are used synonymously. There is no real objection 
to this since the expenses of a business in the long run 
must be met out of the sales of the product and thus 
may be considered part of the cost. The distinction 
is one of convenience rather than of necessity. How- 
ever, a discussion of the details of cost accounts need 
not be gone into now because we are interested in them 
only in so far as they affect the preparation of finan- 
cial statements. 


18. Expenditures vs. disbursements——Business 
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men in their dealings quite naturally come to regard 
_ every transaction from a cash standpoint. Income 
from this point of view is held to mean the receipt of 
so much cash, and expense is not considered an ex- 
pense until the money is actually paid over. But 
therein lurks a fallacy. A bill for supplies may not be 
payable or paid until perhaps thirty days after its 
receipt. In the meanwhile, all or perhaps a good 
part of these suppliés may have been consumed. Or 
again, because of special rates, a supply of coal may 
be laid in during the summer, perhaps a half year 
before it will be used. Therefore, expenses and dis- 
bursements do not necessarily synchronize. 

19. EHlements of cost—The first element in the cost 
of the goods sold, or in the operating expenses, is the 
cost of the material consumed. This is found by add- 
ing to the inventory of raw materials at the beginning 
of the period the purchases during the period, and 
deducting from the aggregate the amount of the raw 
material on hand at the end. 

All transportation charges incurred in delivering 
materials and supplies upon the premises are part of 
the cost of such materials. The expense of the pur- 
chasing department is often distributed over the pur- 
chases made, a ratable portion being assigned to the 
materials consumed, and the balance to the inventory 
on hand at the end of the period and is thus carried 
as a part of the inventory value of raw materials. If 
an inspection department is maintained for the pur- 
pose of making tests of the quality of the material re- 


,140 FINANCIAL AND BUSINESS STATEMENTS 


ceived, the expense of this department, as well as the 
expense of the receiving department, forms an addi- 
tional element in the cost of material consumed. In 
other organizations it is customary to pass the raw 
material through a storeroom, and, in this event, a 
ratable proportion of the expense of operating the 
storeroom is assignable to each unit of merchandise. 

In practice it will usually be difficult to assign defi-_ 
nitely to each unit of materials or supplies consumed 
a ratable proportion of the expense of operating the 
purchasing, inspection, receiving and stores depart- 
ments. In many cases, the entire cost of operating 
these departments during the period is charged as an 
expense of the current period. When this expense is 
fairly uniform from period to period, there is prob- 
ably no great error in following this practice, as 
it would not make any difference after the initial 
period. 

20. Cash discounts on purchases.—Invoices for 
purchases are frequently subject to a special discount 
for prompt payment in cash. The question will arise 
as to whether the deductions made on the payment 
of invoices are to be applied to the credit of materials 
purchased, or are to be treated as secondary income. 
In favor of the first theory, it is urged that cost means 
the net cost to the purchaser and that, therefore, the 
cost of raw materials, as shown in the operating ex- 
pense account, should be the cost less the cash dis- 
count received. 


On the other hand, it is contended that the ability 
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_ to take advantage of cash discounts arises solely from 
_ the power of the organization to command the capital 
_ hecessary to enable it to do so. In fact, it may be 


profitable in many instances to borrow the funds 
necessary to discount bills promptly. In certain 
lines of business, the profit obtained from the dis- 
counting of bills is greater than the profit on the sale 
of merchandise. If a firm could not borrow money 
with which to discount bills, or if it did not have 
a sufficient amount of owned capital, it could not se- 
cure this advantage. The advantage is therefore one 
which arises solely because of the presence of a suffi- 
cient amount of capital, either owned or borrowed. 
If money has been borrowed for this purpose, the 
cost of the borrowed funds will appear as a deduction 
from income, or as a non-operating expense. It fol- 
lows, then, that the saving made in discounting bills 
with borrowed funds ought logically to appear as 
non-operating income, or as other income. ‘The au- 
thor favors this method of treatment. 

21. Labor—tLabor is the cost of the human ser- 
vice rendered in manufacturing the goods, or in pro- 
ducing the service rendered by the undertaking. The 
amount charged for labor should include not only the 
sums actually expended in cash, but also the amount 
of labor or service rendered which may not have been 
paid for at the date of the accounting. 

22. Heat, light and power.—The cost of fuel used 
in developing the heat, light and power, including 
freight paid on the coal, the unloading charges 
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thereof, and the cost of bringing the fuel to the point 
at which it is to be used, figure in the heat, light and 
power account. A large manufacturing establish- 
ment usually employs a gang of day laborers, some- 
times known as roustabouts, who are engaged in 
various odd duties, among which is that of hauling 
the coal from the storage pile to the stokers or to the 
boiler room. The amount of labor devoted to this 
purpose is to be charged to the fuel account. All 
water used for feed water should also be charged 
to this account. A ratable proportion of the engi- 
neer’s services expended in the supervision of the 
boiler room should figure in this account and this is 
obviously true of the wages of firemen, tenders and 
oilers. 

Many firms keep a light, heat and power account 
as a clearing account, and distribute it upon some 
equitable basis, at the end of the accounting period, 
over the departments which have received the benefit 
from it. Thus, for example, if live steam is fur- 
nished to any department, it is possible to install flow 
meters to determine the amount delivered as a basis 
for the charge. The various departments will be 
charged for light on the basis of candle power or kilo- 
watts used by each. Heat will be charged for on 
the basis of the radiation surface. In this manner 
an attempt will be made to distribute the entire 
amount charged to. heat, light and power to the vari- 
ous departments which have received the benefits of 
these services. 
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The same analysis should be made of the other 
items of overhead to insure an accurate allocation of 
the expense. 

23. Cost of manufacture and cost of sales distin- 
guished.—The difference between the cost of goods 
manufactured and the cost of goods sold should, how- 
ever, be pointed out. In arriving at the cost of goods 
manufactured, we start out with the initial inventory 
of raw material and work in process, and add to the 
aggregate of these amounts, the total purchases, labor, 
and factory expenses incurred during the period. 
From this aggregate we deduct the amount of the 
inventory of raw materials and work in process at 
the end of the accounting period. ‘The result is the 
cost of goods manufactured. 

The cost of goods sold during the period is found 
by applying to the cost of goods manufactured the 
difference between the inventories of finished goods 
at the beginning and at the end of the period. Start- 
ing with the inventory of finished goods on hand at 
the beginning of the period, we add the cost of the 
goods manufactured during the period, and deduct 
the value of the finished goods on hand at the end 
of the period. The result will be the cost of goods 
sold. Or, to express it in another way, to find the 
cost of the goods sold take the total purchases and 
add to them the labor expended and the factory ex- 
penses during the period, and adjust the aggregate 
by the difference between the initial and final inven- 
tories of raw materials, work in process and finished 
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goods, adding to the aggregate found above all de- 
creases in inventory and deducting all increases in 
inventory. 

24. Correct basis necessury in percentage calcu- 
lations—The difference between the income from 
sales and the cost of the goods sold is the gross profit 
on sales. As already shown, the percentage of gross 
profits on sales may be calculated by using as a basis 
either the cost of goods sold or the income from sales. 

Results expressed in percentages should be com- 
pared only when the conditions are such that the 
propriety of the comparison cannot be questioned. 
As a concrete illustration, in the distribution of 
overhead expense on the monthly basis, inasmuch as 
the base upon which the calculation is made will vary 
from month to month, the percentage distributions 
will vary likewise. If a calculation is made upon the 
aggregates of a quarter, different rates of percentage 
will be obtained than if the calculations were made 
monthly. This is true because the basic facts in each 
of these cases are different. Hence, care must be 
used in making percentage calculations to see that 
the facts prepared on the percentage basis are capa- 
ble of accurate comparison on that basis. When the 
percentage of gross profit has been ascertained, by 
whatever basis it may be calculated, the cause of any 
increase or decrease should be inquired into. 

25. Calculation of the turnover—The turnover of 
capital invested in stock in trade is calculated by 
dividing the cost of the goods sold either by the initial 
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inventory or by the average inventory for the year. 
Starting with the initial inventory, we add to it the 
purchases in a trading concern, or the cost of manu- 
factured goods in a manufacturing business, and de- 
duct from the aggregate so found the inventory of 
goods on hand at the end of the period. It will be 
seen readily that this result is the cost of the goods 
sold during the period. Divide the cost of the goods 
sold either by the initial inventory or by the average 
monthly inventory and the result will be the turn- 
over, or the number of times which the capital in- 
vested in goods has been turned over during the 
period. Where the monthly inventories fluctuate, or 
where the initial inventory may not be a fair one to 
use, it is better to take the average monthly inventory 
as the divisor. 

The ability to turn merchandise quickly indicates 
good management. Manifestly, a man who can turn 
his stock four times in a year has made more on his 
capital investment than the man who has been able 
to turn his stock only three times. Snap judgments, 
however, should not be made regarding turnover. 
There may be good and valid reasons why the turn- 
over is reduced, and all the facts surrounding each in- 
dividual case must be carefully considered. A large 
increase in inventories will naturally have a tendency 
to reduce the turnover, but, on the other hand, this 
might be offset by realizing a greater margin of profit 
on the goods that were sold. At any rate, a com- 
parison of the turnover with that of preceding pe- 
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riods, and in connection with the increase or decrease 
in the gross profit from sales, will prove interesting. 

There is, too, a danger in attempting to increase 
the turnover by reducing the amount of the inventory 
carried, because in certain instances the seller may 
not be able to keep his stock complete at all times. 
He may lose sales, through not having the goods on 
hand at the time that customers order them, because 
he is overanxious to keep the stock down to the low- 
est possible limit. Delays are often encountered in 
the receipt of merchandise, and a merchant who has 
lost the opportunity to make a sale because goods are 
out of stock has lost profits that he may never re- 
cover. On the other hand, laxity in this respect may 
also result in a loss, for it is evident that too great 
an amount of capital invested in goods on the shelves 
may eat up all or a part of the profits, through in- 
terest charges and depreciated stock. Past experi- 
ence will usually enable the management to determine 
the lowest limit to which it may safely allow the 
stock to be reduced. 


REVIEW 


Explain what should and what should not figure in a state- 
ment of gross sales. How are net sales found? 

State the arguments for basing the per cent of profit upon 
the cost price, and upon the sales price. 

What deductions are drawn from a comparison of total sales 


and final inventories? What cautions must be observed in draw- 
ing conclusions? 
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Distinguish between cost and expense; expenditures and dis- 
bursements. 

Describe what enters into the heat, light and power account, 
and tell what purposes this account serves. 

What are the rules for calculating turnover, and what is the 
importance of turnover? 


CHAPTER IX 


| ANALYSIS AND INTERPRETATION OF INCOME 
STATEMENTS (Continued) 


1. Discounts on quantity purchases—When quan- 
tity discounts on merchandise purchases are received, 
it is advisable to record them in a separate account 
and not to merge them either with purchases or with 
purchase allowances. All quantity discounts that 
have been earned during the period should be included 
in the accounts even though they have not been re- 
ceived in cash. If this is not done, the income account 
in the next period will receive the benefit of such re- 
bates at the expense of the current period. 

Separate accounts should also be kept for raw ma- 
terial purchased and for finished parts purchased. It 
is unnecessary, here, to discuss more fully the classifi- 
cation of materials as between direct and indirect 
material. ‘The technical distinction between these 
classes of material is of little importance to us for 
present purposes except in so far as it affects the 
comparisons. 

2. Purchase returns and allowances——As in the 
case of sales, purchase returns and purchase allow- 
ances should be separated. While the information to 


be disclosed from these accounts is not so valuable 
148 


a 
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_ as that resulting from the same practice when ap- 
_ plied to the sales, yet the information is likely to prove 


of interest. Furthermore, no additional labor is in- 
volved in recording the information in detail. 

3. Maintenance charges.——The important point to 
be noted in connection with repairs and renewals of 


factory equipment, and operating and depreciation 


charges is that, in a comparison of income statements 
over a series of years, the elements must be carefully 
compared to see whether or not there are any in- 
creases or decreases worthy of note. If so, investiga- 
tion should be made to determine their causes. 

4. Selling expenses.—All the expenses of market- 
ing and of distributing the products are included un- 
der selling expenses. Among the items to be found 
in this group will be the salaries of the sales manager 
and his assistant, the salaries and traveling expenses 
of the salesmen and the commission allowed on sales 
actually made. The full amount of such expenses 
as have accrued during the period should be charged 
against the income whether or not they have been 
liquidated in cash. The amount paid for the rent 
of storerooms or warehouses for finished goods is — 
properly chargeable to this group of expenses. 

Advertising expense and promotion expense in de- 
veloping new business are usually grouped under the 
caption of advertising. Included in this amount will 
be the salaries and expenses of the advertising man- 
ager and his staff. This account will also include the 


cost of printed catalogs and advertising literature, to- 
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gether with the expense of advertisements in news- 
papers and magazines. For the balance sheet it is 
usually considered proper to inventory at cost the 
amount of advertising literature on hand, and to treat 
as an inventory space contracted and paid for in ad- 
vance, thereby reducing the amount chargeable to the 
expenses of the period under review. The question 
as to whether or not any portion of the advertising 
expense in connection with a national advertising 
campaign should be treated as an asset has been 
discussed in a previous chapter. 

5. Rebates to customers.—Let us assume that a 
sewing machine manufacturer makes an allowance 
to a customer for an old machine, agreeing to take 
the machine at a price considerably in excess of its 
residual value, or in excess of its value for rebuild- 
ing. The question arises as to the disposition to be 
made of the difference between the exchange price al- 
lowed to the customer for the old machine and its 
residual value, or the value for rebuilding purposes. 
Should this be treated as a deduction from the net 
sales, or as a selling expense? It is usual to allow 
the sales manager an appropriation each year for this 
purpose, within which he must work. Inasmuch, 
therefore, as the item is one under the direct control 
of the sales manager, it seems proper to charge to sell- 
ing expenses the loss sustained on amounts allowed 
to customers on exchanges. 

Moreover, there is an element of advertising in the 
transaction, because, when Mrs. Smith shows her New 
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_ Era sewing machine to her neighbor, Mrs. Jones, the 
latter may decide that she will have to buy a new 
machine also, and thus an additional sale will result. 

On the other hand, when there is no advertising 
feature connected with the rebate allowed to a cus- 
tomer, or when the matter is beyond the control and 
_ jurisdiction of the selling department, rebates may 
be more properly treated as a deduction from sales 
before arriving at income from sales. 

6. Other selling expenses.—All devices for secur- 
ing trade are properly chargeable to this general 
group of selling expenses. The loss on restaurants in 
department stores is frequently charged as advertis- 
ing expense; the costs of lectures, or fashion reviews, 
or daily concerts are charged to the same account. 
One department store follows the practice of charg- 
ing the advertising account and crediting the expense 
of operating its garage and delivery department with 
a fixed annual charge for advertising, because the de- 
livery trucks carry notices of special sales from time 
to time. 

7. Garage and delivery expense.—The garage and 
delivery expense is quite commonly prorated between 
incoming freight and outgoing freight upon a ton- 
nage basis, or upon some other equitable basis. The 
problem of distributing delivery, expense is somewhat 
complicated, especially in a department store. The 
problem of internal expense distribution is one of 
cost finding, primarily, and merits no further discus- 
sion at this point. 

XXII-12 
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8. Administrative eapenses——The next group of 
expenses are those which have to do with the manage- 
ment of the enterprise. They are made up of the 
expenses which can not be directly apportioned, either 
to manufacturing or to selling activities. As a mat- 
ter of fact, administrative expenses are incurred 
usually for the benefit of both the manufacturing and 
the selling departments. It is of importance to know 
that the cost of supervising the establishment is in 
proper relation to the cost of manufacture, the sell- 
ing expense, and the amount of the sales. It fre- 
quently happens that a concern ajlows ample margins 
between sales, on the one hand, and manufacturing 
and selling expenses on the other, but dissipates its 
profits by extravagant management expenses. In- 
cluded in this group will be the salaries, traveling 
and incidental expenses of the general officers and 
of the general office clerks; office supplies and ex- 
penses; the rent of administrative offices; the outlay 
in stationery, printing, telephoning, telegraphing, 
cabling; legal expenses which can not be properly 
provided for elsewhere, and those miscellaneous and 
general expenses that can not be properly allocated 
to any individual department or function. 

The depreciation of the office furniture also may 
be properly charged to this group of expenses. 

9. Selling profit and net income from operation.— 
The deduction of the selling expenses from the gross 
profit on sales gives us the selling profit. By de- 
ducting the administrative expenses from the selling 
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profit we arrive at the net profit on operations, or, as 
it is sometimes called, net income from operation. 
The three important factors to bear in mind are: (a) 
the amount of the gross income from sales, (b) the 
cost of the sales, including administrative expenses, 
and (c) the net income from operation. For the 
sake of brevity, we will hereafter refer to these three 
elements as the gross income, the operating expense, 
and the net income. 

10. Effect on gross earnings.—The gross earnings 
will immediately reflect a decline in general prosper- 
ity. This is especially true in the case of a manufac- 
turing or trading concern; the decline is not so marked 
in the case of a street railway or public service corpo- 
ration. Nevertheless, railroads immediately feel the 
effect of a business depression because of the reduced 
amount of freight earnings and the lessening purchas- 
ing power of the public. 

It is, therefore, of importance to attempt to meas- 
ure the probable effect of business depression on gross 
income, and also to attempt to forecast the future 
business outlook. 

11. Curtailment of operating expense.—Operat- 
ing expenses do not, as a rule, decline in the same 
ratio as gross income. This is due to several causes: 
first, wages are usually the last, thing to be reduced; 
_ second, a concern that has planned to manufacture a 
certain output and has built up an organization for 
that purpose will always have a certain amount of 
overhead expense which must be carried in dull times 
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as well as in prosperous times; third, the cost of ma- 
terials, both direct and indirect, does not usually de- 
cline with the same rapidity as gross income. There- 
fore, unless the organization cuts very heavily the 
maintenance expenses and the allowances for depre- 
ciation, the net income is likely to decrease in a greater 
ratio than the gross income. 

If the organization, in attempting to reduce its op- 
erating expenses and thereby to increase the net in- 
come, has neglected to make necessary provision for 
maintenance, repairs and renewals, the earnings of 
the period will be overstated, and the cost of making 
good the deferred maintenance and renewal charges 
will have to be borne by later periods. 

12. Interpretation of net income.—F rom the net 
income, fixed charges of the corporation for interest, 
sinking fund requirements, if any, and dividends must 
be met. If too great a proportion of the gross in- 
come is used in operating expenses it is possible that 
the net income may be insufficient in amount to meet 
the fixed charges of the organization. Bondholders 
require the assurance that the net income will amount 
to at least twice the sum required to pay interest on 
bonds and other fixed charges. Experience has 
proved this proportion to be a proper margin of 
safety. 

In the case of a corporation a decline in net income 
may mean that stockholders will have their dividends 
reduced. If the corporation in its prosperous pe- 
riod has set aside a surplus or dividend equalization 
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_ reserve, the dividends may be paid in part out of 

the surplus so created. The distribution of any part 
of this locked-up surplus will reduce the working 
capital of the organization. It may, too, have a 
tendency to increase the outside borrowing, perhaps 
even to weaken the concern so that it will not be able 
to take advantage of market conditions in the pur- 
chase of raw materials, or in discounting all of its 
bills. 

The reader will now perhaps realize more fully the 
effect on the income account if capital items. are 
charged to the revenue account, or if revenue items 
are charged to capital. In the first case, a dishonest 
board of directors might “freeze out”? debenture bond- 
holders, or depress the price of stock to the disad- 
vantage of the holders. In the latter case, an appear- 
ance of apparent prosperity might be continued for 
a number of years, with the result that, after a period 
of time, a drastic reorganization and a scalmg down 
of bond and stock issues become inevitable. 

Sole traders and members of partnerships are, of 
course, equally as interested in comparison of gross 
and net income as are stockholders of a corporation. 

18. Other income—In many concerns there are 
sources of income other than that for which the busi- 
ness was primarily organized., Interest on invest- 
ments, rents from property owned and dividends on 
stocks owned are examples of such additional income, 
which is legitimately included as a part of the profit 
of the business. ‘This income, however, since it does 
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not arise from the ordinary operations of the business, 
is grouped by itself in order not to confuse the com- 
parison of the regular activities of one period with 
another. 

14. Income charges.—Likewise, there are also ex- 
penses which do not arise strictly from the ordinary 
operation of the business. For example, interest paid 
on a bond issue is not really an expense of manufac- 
turing, nor is it a selling expense or an. administra- 
tive expense. It arises from the financial operations 
of the enterprise and is therefore an outside expense. 
Similarly, cash discount allowed on sales is an expense 
incident to the financial operations. Payments of 
rent, insurance, taxes, or royalties would be included 
under income charges. 

15. Treatment of taxes and rent.—There is consid- 
erable difference of opinion among accountants with 
respect to the allocation of taxes and rent. Some 
authorities take the view that taxes and rent paid 
for a factory building should be charged as a part 
of the manufacturing expenses, since they are among 
the first expenses incurred. Others hold that, since 
taxes are sums paid for the protection of invested 
capital, and since rent is a proportion of the profit 
shared with the landlord, the amounts paid are capital 
expenses and therefore have nothing to do with oper- 
ating expense. It may be pointed out that operations 
are conducted just as efficiently in owned as in rented 
property. Moreover, a decision as to whether or not 
an organization shall own or rent its own plant rests 
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_ with the executives and not with the operating de- 
_ partment. These questions are matters which each 
_ organization must settle for itself. 

16. Cash discounts on sales——Discounts which are 
allowed to customers for the prompt payment of 
their accounts are also viewed from two standpoints. 
One is that discounts are offsets against the sales 
prices and should be deducted before stating income 
from sales; the other is that the transaction is a purely 
financial one and that the allowance made for the 
prompt payment:of customers’ accounts reduces the 
necessary borrowing by the firm, the risk of loss on 
bad accounts and collection expenses. 

When discount on purchases is treated as non- 
operating or other income, cash discounts on sales 
should be similarly classified among the expenses. 
Thus continuous comparison may be made and the 
proper relation between the two maintained. 

17. Insurance eapense.—Insurance expense is also 
the subject of much debate. Those who favor classi- 
fying the insurance expense as a charge against in- - 
come call attention to the fact that it is a sum paid 
for the protection of capital, and therefore a capital 
expense. Others hold that this expense should be al- 
located to the individual operating functions, namely, 
that fire insurance on the factory, together with lia- 
bility insurance on employees, ‘should be charged as 
one of the necessary and incidental expenses of man- 
ufacturing; that insurance paid on the stock of raw 
materials must be counted in the cost of producing 
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the finished product, ete. On the other hand, atten- 
tion is called to the fact that insurance rates are to- 
tally out of the control of the operating officials. 
Moreover, in view of the fact that insurance is a 
contract of indemnity which protects the capital in- 
vestment of the organization, it is a capital charge 
and should be shown as a deduction from income. 

To the income from operations is added the amount 
of the secondary income received, and from this ag- 
gregate will be deducted the amount of the income 
charges. The resultant will be the net income for the 
period, which amount is subject to still further ad- 
justment. 

18. Profit and loss credits and charges.—Items of 
miscellaneous income that do not occur with sufficient 
regularity to be shown under the heading of “other 
income,” such as miscellaneous income or profits from 
the sales of assets or scrap material, would appear un- 
der profit and loss credits and charges. If sales of 
scrap material are made monthly in quantities suf- 
ficient to be classed as by-products the credits should 
be shown as a special division of sales rather than in 
this section of the statement. 

The following items, however, would be charged 
here: losses due to bad debts, depreciation provisions 
that could not be allocated against operating func- 
tions, and any other item of unusual or extraordinary 
loss suffered during the period. 

Extraordinary income or extraordinary losses 
should be apportioned among periods; that is, any 
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portion of income received or any loss sustained, 
which does not apply to the period under review, 
should be adjusted through the surplus or deficit ac- 
count. 

In analyzing an income account care should be 
taken to see that the fixed charges are not in excess 
of the net income from operation. Occasionally, it 
will happen that a business organization has extraor- 
dinary sources of outside income, and, in a year in 
which the net income is not sufficient to meet the fixed 
charges, the income from outside sources is sometimes 
added to the net income from operations and the fixed 
charges deducted from the aggregate. This results 
in a misleading statement because it attempts to con- 
ceal the fact that the business has not earned suf- 
ficient net income from operations to pay its fixed 
charges. 

19. Net profits—In a corporation the balance of 
net profit is transferred to the surplus account and 
remains as a contingent reserve or as working capital 
of the business. From the surplus various reserves 
will be set aside. In some cases dividend equalization 
reserves are created, so that, if in any year the profits 
from operation are not sufficient to enable the corpo- 
ration to pay the usual dividend, the dividend equali- 
zation reserve may be drawn upon. The balance of 
net profits is available for dividends, but it is not 
usual to distribute all the profits of any one year. 
The dividends distributed are deducted from the sur- 
plus account and are shown as surplus adjustments. 
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The net profits of sole ownerships and partnerships 
are added to the owners’ capital accounts. 

20. Deficits——When the costs and expenses of a — 
year have been greater than the total income received 
from all sources, the operations for that period have 
resulted in a deficit. If a corporation has a surplus 
created from prior periods, the deficit from opera- 
tions in the current period will, of course, be charged 
against it. If the surplus is still sufficient to allow 
the payment of the usual dividends, the board of di- 
rectors will, in all probability, make the usual dis- 
tribution. If no such surplus exists, however, the 
capital is said to be impaired. In other words, a loss 
has resulted in the net worth or in the proprietorship. 

In the case of sole traders and partnerships this 
reduction in the proprietorship is a direct charge 
against the capital accounts. However, in the case 
of a corporation, inasmuch as it cannot reduce its 
capital stock without conforming to certain legal for- 
malities required by the statutes, it must either show 
the impairment of capital by a deduction from the 
outstanding stock on the balance sheet, or set up a 
deficit account, which by its title will clearly indi- 
cate that the capital has been impaired. The first 
method is preferable as it is less confusing to the 
layman. Corporation officials will, in certain cases, 
go to almost any extreme to avoid showing a deficit. 
This may be accomplished by neglecting to make the 
usual expenditures for the maintenance and renewal 
of the operating plant, by misstating or omitting to 
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provide for depreciation, or by erroneously charging 
to capital items that should properly be borne by 
revenue. It is therefore important, when analyzing 
an income statement, to use great care in making com- 
parisons with previous years, when there is any likeli- 
hood of this practice having been followed. . 

21. Analysis of surplus fluctuations—The conver- 
sion of a deficit from operations into a surplus in the 
succeeding period should also be carefully inquired 
into. This might in some instances be brought about 
through an inflation of the inventory. If a compari- 
son of the inventory values stated in the balance sheet 
showed that the inventory had increased in a much 
greater degree than the increase in the payable ac- 
counts, or notes, or the decreases in assets which 
might have been used to finance the purchase of the 
inventory, and if, at the same time, a deficit had been 
converted into a surplus, the inference might fairly 
be made that an inflation of the inventory was respon- 
sible for the conversion of the deficit into the surplus. 
Comparisons with preceding periods will usually re- 
veal any practices of this sort. An examination of a 
single balance sheet or of a single income account is, 
therefore, of little use. The financial condition and 
the results of operation should always be studied in 
comparative form. 


REVIEW 


Enumerate the various items which may enter into selling ex- 
penses. How is their exact amount determined? 
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Distinguish between administrative and selling costs, and ex- 
plain how they are treated in the accounts. 

Upon what does net profit from operation depend, and what 
general influences determine its fluctuation? 

What are some of the more usual charges against income from 
operation before net income can be ascertained? 

Describe methods by which deficits in the operations of cor- 
porations are covered up in the books. 


CHAPTER X 


AUXILIARY STATEMENTS 


1. Need for supplementary statements.—It is al- 
most self-evident that a great mass of detail cannot 
be conveniently presented in a single statement since, 
if it is crowded in, it cannot be absorbed to advan- 
tage by the executive. It is a well-known fact that 
both the eyes and the mind of a person reading a 
statement can grasp only a limited amount of mate- 
rial at any one time. If one is confronted with many 
columns of figures, the main features may be ob- 
scured by a mass of detail. 

The reader of financial statements should first 
ascertain the trend of affairs and then proceed to the 
analysis of detail. Condensed statements of profit 
and loss and condensed balance sheets emphasize the 
important points and make it easier to avoid losing 
sight of them in a maze of figures. Having deter- 
mined the trend, one naturally searches for its causes. 
This phase of interpretation brings into active use 
the supplemental statements. 

2. Condensed statements—their limitations —The 
first and most important function of auxiliary state- 
ments is the service they render in explaining the 


balance sheet and income statement. It has already 
163 
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been noted that within the limits of one statement it 
is impossible to present a complete picture of the 
condition of a business. Perhaps this rule would 
not be true of the small corner grocery, but it cer- 
tainly applies as soon as a business reaches any 
considerable size. — 

As an illustration, consider the balance sheet of the 
average concern. This balance sheet is designed to 
bring out the relation of assets and liabilities, the 
financial condition, the amount of working capital, 
the amount of reserves, and the condition of proprie- 
torship. In other words, the relationship of these 
items to each other is the first point to which an 
executive gives attention when he analyzes his bal- 
ance sheet. He cannot obtain a clear idea of condi- 
tions if the balance sheet contains extensive details of 
either assets, liabilities, reserves or capital. What he 
is interested in first is the totals of the various classi- 
fications together with some of the main subhead- 
ings under each. If he tried to determine these more 
important relations from a balance sheet contain- 
ing the details as to his asset or liability accounts, 
his mind would become so confused by the mass of 
detail that in all likelihood he would overlook many 
important factors of relationship. 

3. Details are necessary.—Assume, for example, 
that he finds the groups mentioned satisfactory and 
their relations with each other all that they should be. 
His next interest is naturally in the various items 
which make up each group. He turns, perhaps, to 
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accounts receivable. He naturally questions if all 
accounts shown under that heading will ultimately 
be collected in full. He knows that if any consider- 
able portion of them is going to be lost, then the 
total of current assets indicated in the balance sheet 
is incorrect and should be revised to take cognizance 
of this probable loss. If an item of notes receivable 
is represented he would desire to know from whom 
these notes were received, their due date, and, par- 
ticularly, whether any of them are overdue. 

With regard to his inventory, he would want to 
know how. much of the inventory is made up of fin- 
ished goods and how much of raw material. He is 
_ keenly interested in the prices at which his raw 
materials are carried and how they compare with the 
current market prices. ‘Turning to the other side 
_ of the balance sheet for a moment, he examines the 
- details of his current liabilities. He may find an 
item of notes payable—if so, he wants to know when 
these notes are payable and to whom. He finds an- 
other item representing accounts payable and he 
wants to know how many of these items will be due in 
the succeeding month and how many are payable in 
months thereafter. 

And so we might analyze, item by item, an average 
balance sheet and find that practically every item 
therein requires explanation and additional figures 
before the executive can have all the information that 


_ he requires. 
4. Supplementary income statements.—-Just as 
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the individual items in the condensed balance sheet 
require detailed schedules to support them, so do the 
income statement and its various groups require elab- 
oration. ‘Two steps are necessary in examining an 
income statement: to ascertain the total profit, and 
to ascertain the relation of the various groups of ex- 
penses to the total sales. A more detailed examina- 
tion embraces the study of individual accounts 
through the particulars shown in an analysis of 
each one. 

Furthermore, as practically every organization is 
a collection of smaller units, each unit is in a sense 
a separate industry in itself. Having determined 
the result of the business as a whole, one proceeds 
immediately to a consideration of conditions and re- 
sults in every division or branch thereof. 

5. Departmental statements— Consequently, there 
is a group of departmental statements ranking close 
in importance to the main income statement itself. 
If separate departments are not maintained, then a 
classification of income and expenses according to 
Imes of product handled serves the same purpose. 
Sometimes, where the necessity exists, we find classi- 
fications both by departments and by products. 

It is obvious that losses incurred in handling one 
product may be made up in part or total by profit on 
another product. Unless the executive knows what 
lines are paying him and what lines are not, he is ill- 
equipped to increase his total profits. Departmental 
or product statements, pointing out, as they do, such 
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a condition, make it possible to put one’s finger di- 
rectly upon every losing venture. By analyzing the 
particular statements that show a loss, it is usually 
possible to ascertain why the loss has been incurred. 

6. Schedule of accounts: receivable—It is prob- 
ably unnecessary to devote any great amount of 
space to a discussion of the expanded balance sheet 
wherein those accounts, which appear combined in 
group totals in the condensed statement, are shown 
in detail. Two statements, one showing the con- 
densed result and the other showing the result in de- 
tail, are customary. Even where the accounts are 
presented in detail in the statement, a great many of 
them require explanation and elaboration. For ex- 
ample, a manager may often find it advisable to have 
reports of the number of new accounts opened during 
the business period and the amount of sales to new 
customers. He should, at the same time, have a 
record of the names of all customers who have not 
purchased during the same period or whose pur- 
_ chases have fallen below the average of previous 
- periods. Sufficient attention is frequently not given 
to this particular feature of business. And yet, the 
retention of old customers and the acquisition of new 
customers are absolutely essential to business success. 

Complaints are not often brought to the attention 
of the manager. A customer may feel disgruntled 
at the treatment he has received; he may not make 
any complaint, but will place future orders with 
other concerns. If the manager has before him a list 
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of the accounts that are falling off in their purchases, 
he can follow each one up individually and can often 
succeed in retaining business which he would other- | 
wise lose. What is more important, he will be in- 
formed as to causes of complaints and be able to avoid 
them in the future. 

Often it is desirable that schedules of accounts re- 
ceivable be prepared in such form as to show clearly 
the age of the balances due. 

7. Analysis and examination of notes receivable — 
When it is customary to take notes from customers 
in settlement of their accounts, it is advisable that the 
amount of notes received from each customer be re- 
ported at regular intervals. This information should 
be presented together with the amount owed by the 
same customer on open account. ‘The first step of 
many delinquent debtors is to give a note in settle- 
ment of their open accounts with the thought that 
this will give them a few more months in which to 
make payment. If the giving of such a note is al- 
lowed to clear their credit standing and entitle them 
to make additional purchases, they may load the firm 
up with more notes and, should they fail, the total 
loss would not be the open account alone, but rather 
the open account plus the note or notes outstanding. 

In addition, if any of the customers’ notes have 
been discounted and have not as yet matured, this 
information should be included. It will be readily 
seen that a report of this character will, at all times, 
disclose to the manager the condition of a customer’s 
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account. ‘This is especially true if the account is one 
which is being “nursed” by the management. 

8. Inventory schedules—It is advisable that the 
management pay considerable attention to the inven- 
tory schedules that are prepared. It very often hap- 
pens that dead stock is allowed to accumulate—a 
condition which would have been disclosed had the 
management properly examined a detailed inventory. 
It is advisable to prepare a schedule showing the 
amount of inventory located in different departments 
or different warehouses, the amount of insurance car- 
ried on each warehouse and so on. A comparison of 
inventory over several accounting periods will give 
an indication of how much is being unnecessarily tied 
up in inventory and will also prove an index of pur- 
chasing efficiency. Inventories by individual prod- 
ucts should be compared with the sales of the same 
item. A comparison of total inventory with total 
sales will not usually reveal the overpurchase or over- 
consumption of any individual item. 

If a perpetual inventory system is maintained, a 
close scrutiny should be made of any irregularities 
which may be disclosed in checking out the cost or 
book inventories by physical inspection of the stores 
or the storeroom. Carelessness in charging out mate- 
rial, or in transferring it to other departments, or 
even petty thefts, may be the cause of discrepancies. 
They should, in all cases, be investigated and cor- 


rected. 
9. Cash report—The financial manager should 
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have a proper statement of cash on hand and in the 
bank made to him daily. This statement should show 
the receipts, the disbursements, the balance at the be- 
ginning of the day and the balance at the end of the 
day. Comparative figures for preceding periods 
where included are often of real value. 

In connection with the cash statements there should 
be shown the amounts of the maturing notes receiv- 
able and of the notes payable. As already pointed 
out, no figures or amounts have any value when 
shown alone. The value of any information in a 
report lies chiefly in its relation to other figures prop- 
erly comparable with it. For this reason, all reports 
whether daily or monthly should give the correspond- 
ing information for one or more preceding periods. 

A monthly statement of receipts and disbursements 
will give the executive a knowledge of the manner 
in which the business organization is handling its cash 
transactions. A comparison of results in several 
preceding periods will reveal the wisdom with which 
payments have been made and will indicate also 
whether or not financial difficulties have been en- 
countered at different times. 

Contrasted with cash resources and expected re- 
ceipts should be a statement of disbursements sched- 
uled by dates. Many executives find it exceedingly 
helpful to have a monthly estimated budget prepared 
to show them, on the first of each month, the expected 
receipts and payments for that month. 

10. Schedule of fixed assets—At regular intervals 
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the management should be furnished with a state- 
ment of fixed assets showing their location and their 
use. For example, an organization owning property 
in different locations should have at least twice a year 
a complete schedule of all such property giving its 
cost, its estimated value and any other pertinent in- 
formation about it.. Such information is frequently 
combined with a schedule of insurance in force. 

11. Other balance sheet statistics—The schedules 
listed above are those customarily found as supple- 
ments of a typical balance sheet. In addition there 
will undoubtedly be types of assets or liabilities pe- 
culiar to the individual organization which will re- 
quire special expression or a special statement. The 
exact form of such statement and the information 
to be given will, of course, depend upon the special 
conditions existing. Some statements of this type 
which may be suggested are schedules of securities 
owned, schedules of deferred assets or prepaid ex- 
penses, classifications of accounts receivable by terri- 
tories or by lines of business, and the like. 

12. Production reports——The management should 
be supplied with reports of production. The quan- 
tities of goods or classes of goods manufactured dur- 
ing the period should be reported by departments 
or by manufacturing functions or by classes of prod- 
ucts, together with the units and the cost of each. 
This enables the management to contrast production 
from period to period, to inquire into the causes of 
reduced volume and to locate and stop waste. 
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In addition to the matters already suggested, 
manufacturing organizations naturally give consid- 
erable attention to the statistics of output. ‘The same 
idea can be extended to other branches of business 
activity more generally than is frequently done. The 
fact is sometimes overlooked that, in a mercantile 
establishment, the number of sales effected may be as 
important as the quantity sold or the price received. 
We are familiar with the fact that the insurance 
companies, for example, record the number of pol- 
icies written as well as the value of those policies and 
it is quite possible in many other instances to apply 
the same principle. Much has been done of late in 
the direction of concrete measurement of office activ- 
ities, and the facts presented from month to month 
in regard to letters received and sent out, typing 
accomplished, filing done and other office operations 
throw a valuable light upon the expenditures of the 
business which an efficient executive will not ignore. 

13. Sales analysis—Inasmuch as there can be no 
profit until the product is actually sold, the sales 
department becomes the dominating element in any 
business establishment. Accordingly, a study of sue- 
cessful business houses will generally reveal the fact 
that their success is due chiefly to a careful study of 
markets, the training of salesmen, the building up of 
strong sales arguments, and effective advertising. 

Analyses of sales according to periods of time, 
territories, salesmen, branch managers, classes of 
goods, lines of industry, and the like should always 
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be available. Quite often, as this information is of 
a statistical nature, and not generally included in 
accounting statements or specifically recorded in 
books of accounts, it is overlooked. Too much em- 
phasis cannot be placed upon the fact that this 
information properly prepared, presented and inter- 
preted is bound to be a valuable source of informa- 
tion for the progressive executive. 

To illustrate, if the sales are analyzed by territories 
and results are compared with a preceding period, 
it may be found that, while the sales have increased 
in total, the firm has been losing ground in one sec- 
tion of the country and gaining it in another. With 
analyzed information on sales before him the execu- 
tive is in a position to know in what territories the 
sales have increased and where they have fallen off. 
On this basis he will decide whether to concentrate 
efforts upon the weak territories or to abandon them 
entirely, and devote the sales energies to more prom- 
ising fields. 

In the same manner, failure to analyze sales by 
classes of goods will not reveal to the management 
_ the particular lines which are selling and those which 
are not. Care should be taken that the collection 
of information be not at a prohibitive cost. How- 
ever, the maintenance of a small statistical depart- 
ment, properly equipped with mechanical devices, 
will, in a large majority of cases, pay in a short time 
_ for the installation and the expense of operation, by 
reason of the valuable information disclosed. 
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14. Detailed schedules of expenses——In almost 
every business there are certain expense schedules 
which, if properly examined, will reveal much more 
information than is commonly expected. ‘The gen- 
eral classification of accounts should provide a suffi- 
cient number of expense accounts so that only items 
of like nature will be charged to a single account. 
When, however, this method has not been closely fol- 
lowed it is advisable for the executive to require an 
analysis of the miscellaneous expense account. This 
account often becomes a very tempting hiding place 
for questionable items or improper outlays. In addi- 
tion, a review of the expenses going to some other ac- 
counts may bring up questions which would not arise 
when the decision as to the disposition of one single 
charge is involved. 

Similarly, it is even advisable to attach certain 
definite earmarks to the expense accounts analyzed. 
Thus, expenses for advertising and sales promotion 
items should be analyzed, if possible, by, classes of 
goods advertised. If this is done, it is desirable to 
make a separation between advertising expense which 
can be definitely allocated to a given line of products 
and expenses of a general advertising nature. 

15. Schedule of cost of sales——While the exhibits 
attached to the income statement are many in num- 
ber, one schedule which is commonly found is that of 
cost of sales. In examining the income statement as 
a whole, one is interested in the profits earned and 
the departmental classification of expenses. The cost 
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of sales, while it may be a large item and made up 
of many different elements, is usually considered as 
a unit as far as the main statement is concerned. 
Having determined the situation as set forth in the 
income statement, the next step is an examination of 
the elements of cost. Separating the cost of sales 
m an individual statement makes a study of this 
phase of the work easy. A reduction in the cost of 
sales is always a desirable program. 

In the case of a manufacturing concern, the state- 
ment will reveal the values of the various materials 
entering into the product, the labor expended upon 
it, the several factory expenses of a general nature 
and an adjustment of the total of these items by the 
difference in inventories. 

16. Unit results—Reference has already been 
made to various combinations of statistical data with 
accounting data. One of the most important state- 
ments of such a type that can be presented is the 
result of sales, expenses and profit per unit of prod- 
uct. It is not every line of business that lends 
itself to such a statement but where it is applicable 
it will bring out many interesting facts. This infor- 
mation taken in conjunction with changes in volume 
of sales and changes in unit cost, together with total 
profits earned, should always be considered when a 
change in price is contemplated. It is particularly 
valuable in such an instance because it points out 
whether or not an increased volume of business at the 
same price is more desirable than the same volume of 
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business or even a decreased volume of business at a 
higher price. } 

17. Labor record.—Illuminating information with | 
regard to the sums paid for labor can sometimes be 
obtained from a study of the figures of labor turn- 
over. The monthly report upon turnover should be 
closely analyzed. It is quite obvious that some of the 
causes of labor turnover are within the control of the 
employer and that a due regard for the proper meth- 
ods of selecting employees and securing for them 
proper working conditions will go far to reduce labor 
turnover, and the costs which it entails. 

Associated with such turnover statistics, there are 
figures which may be compiled at regular or irregular 
intervals with regard to the length of service of em- 
ployees. Other things being equal, the continuous 
employment of a large percentage of the workers 
indicates good management. It is especially im- 
portant to note whether the labor force is variable in 
amount and the turnover therefore necessarily high. 


-REVIEW 


Tell why supplemental explanatory schedules are desirable 
for reference in the study of financial statements. 

What statements supplement the balance sheet? The income 
statement? 

Explain the use made of general business statistics. 


How do departmental and product statements assist the 
executive? 


CHAPTER XI 


STATISTICAL AND GRAPHICAL STATEMENTS 


1. Development of business statistics—It is of 
comparatively recent date, that statistical state- 
ments, and even statements in general, have been so 
widely employed by business executives. The reason 
for this is not hard to find. It is only within the last 
twenty-five to thirty years that competition has 
grown to be such a tremendous factor; that industries 
have grown to such a size that one, two, or three men 
cannot be familiar with every detail of operations; 
that chain stores and mergers have spread operations 
all over the country, and even all over the world. 
Yet, in order to obtain any degree of efficiency, one 
man, or a small group of men, must be in complete 
control of the situation as a whole. In order to make 
this possible the executive must be supplied with 
information that he cannot readily see for himself. 
This information is generally in the form of figures, 
preferably in statistical form. As business grows 
more and more complicated in the future, the need for 
statistics will become more and more acute. 

In former years, an executive who was told that 
his sales for January were $50,000.00 would remem- 


ber that for the previous January they were only 
177 
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$40,000.00. However, if an executive of a chain of 
fifty stores was told that his Chicago store’s sales 
were $50,000.00 for January, he would have indeed 
a marvelous memory if he were able to state what 
that store’s sales were for the same period of the 
preceding year. — 

2. Uses and advantages of statistics —AI1 business 
and financial statements can be, and wherever possi- 
ble should be, presented in statistical form. These 
statements will provide a means of checking past 
performances. They show the trend of business 
activities and serve as a guide for formulating future 
policies. 

It is by the careful study of these statements that 
the management can ascertain which branch of the 
business is not profitable and what commodities are 
being sold at a loss. Records of production can be 
compared with standards and may be used as a guide 
for future operations. Various forms of waste can 
be detected. In general, the management can control 
and conduct its business with the maximum amount 
ofeconomy. __ 

The main advantage of the statistical statement 
over the ordinary statement is the factor of com- 
parison. 

3. Sources of information—Many large organi- 
zations have installed elaborate statistical systems 
and labor-saving devices whereby executives and de- 
partment heads obtain statistical reports for their 
guidance. Any set of books can be analyzed so as to 
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permit the preparation of statistical statements. 
Sales statistics can be obtained from the sales book, 
purchases and expenses from the purchase book or 
voucher register, cash transactions from the cash 
book, and statistical statements of a profit and loss 
statement and balance sheet nature from a properly 
classified general ledger or from accountant’s re- 
ports. At this point, it might be well to mention that 
accountant’s report, wherever possible, should be in 
comparative form. 

In addition to the sources mentioned above, valua- 
ble information may be obtained from outside sources. 
These include principally the reports of governmen- 
tal departments dealing with the various types of 
industries, trade and technical journals, and publi- 
cations of trade associations. 

From these sources, data are often obtained 
whereby the results of an individual enterprise can 
be compared with others, or the average of others 
in the same line of business, and much may be learned 
from these comparisons. 

4. Care in presentation.—Any two or more figures 
may be shown on a statement in comparative form. 
Yet, if we were to compare the sales of the toy de- 
partment of a department store with the purchases 
of the hat department, we could hardly call those 
statistics very valuable. The facts compared must 
have something in common. Statistical errors and 
statistical fallacies are, for the most part, not mis- 
takes in figures but wrong thinking about figures. 
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This wrong thinking may often imply a condition 
that does not actually exist. 

Statistical statements should be so arranged as to ~ 
present facts which can be readily understood. They 
must be arranged to show their relative importance 
and they should be of real significance. The material 
should be arranged in logical order. Care should be 
taken, moreover, that one statement is not so volu- 
minous as to be confusing, nor so brief as to be in- 
complete. 

5. Arrangement of data—A deanits plan should 
be followed in separating facts and arranging them 
in tabular form. At times graphic charts can be 
used advantageously, but such methods will be dis- 
cussed later. 

The advantages of arranging facts in tabular form 
are numerous. They show the relationship of facts 
and their comparisons. Headings do not have to be 
repeated and the numerals can be added and sum- 
marized. In short, they can be read with less effort 
and they do not lead to confusion. ‘To illustrate, let 
us take the following facts and place them in tabular 
form. The total sales of Department A for 1929 
were $125,766.00 as compared with $118,923.00 for 
1928. The sales for Department B for 1929 were 
$67,819.00 as compared with sales for 1928 of $71,- 
672.00. Department C’s sales for 1929 were $49,- 
100.00 and for 1928 they were $40,225.00. The sales 
for all departments for 1929 were $242,685.00 and 
for 1928 they were $230,820.00. 
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> COMPARATIVE STATEMENT OF SALES 


1929 1928 
Department A ........ $125,766.00 $118,923.00 
Department B ........ 67,819.00 71,672.00 
Wepartment. Co... . a. 49,100.00 40,225.00 
Moares. ose. tk . $242,685.00 $230,820.00 


It is impossible to formulate any definite rules for 
the arrangement of tables. It should be kept in mind, 
though, that they must be so arranged as to show 
the logical order of the facts and to be attractive in 
form. A proper title should be put at the top of the 
table, which should adequately but concisely explain 
the contents of the table. 

The matter of title is more important than it may 
seem, for a misleading title may sometimes render a 
statement absolutely valueless. 

Statistical statements should be prepared in com- 
parative form. It is only when facts are compared 
that their relative value can be understood. Facts 
that are compared, however, must possess points in 
common. 

Proper use of percentages and ratios in statements 
helps to grasp differences in amounts of comparative 
facts. The use of ratios in statements are wean dis- 
cussed in Chapter XIII. 

6. Statistical comparisons—The principal com- 
parisons with which statistics deal concern (a) the 
same thing at different times, (b) a thing in relation 
to some larger thing of which it may be a part, and 
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(c) one thing in relation to something else which 
is supposed to influence it. Intricate and involved 
as many statistical statements are, many and complex — 
as the comparisons of statistics may seem to be, all 
ultimately resolve themselves into simple judgments 
of magnitude. Whatever the question may be, the 
result is always one of an increase or decrease in one 
or more of the elements presented. What conse- 
quences may result from these increases or decreases 
is an entirely different matter and one that involves 
the question of judgment of causes and effects. 

The consequences themselves will not be disclosed 
by the statistical records; the consequences must be 
read into the records by the one who studies them 
for the results which have been effected. Oftentimes 
the value of statistics is severely questioned when, as 
a matter of fact, the fault lies not with the statistics 
themselves, but with the judgments that have been 
formed from them. This emphasizes the point that 
successful interpretation of business statements is 
composed of two equally important elements, (a) a 
sound knowledge of the principles governing the 
presentation of the facts in statistical form, and (b) 
a broad knowledge of business practice in general 
and a close familiarity with the conditions involved 
in the particular statement or business being studied, 
whereby the right causes will be ascribed to the re- 
sults disclosed in the statement or statements. 

7. Methods of comparison—Probably the most 
common of all comparisons is that which compares 
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the same thing at different periods. Today’s sales 
are compared with yesterday’s, this month’s output 
with that of last month, this year’s profits with those 
of the previous year, and so forth. In such com- 
parisons we have only two terms and either may be 
related to the other. Yet, as a matter of fact, it is 
almost a universal custom to compare the latest with 
an earlier figure and to regard the present as a 
variable of the past. We say, for example, “This 
year’s business was 25 per cent greater than last 
year’s business. Is it not equally true that last year’s 
business was 20 per cent less than this year’s busi- 
ness/ 

Whether one or the other is the more appropriate 
statement depends upon circumstances, not neces- 
sarily revealed by the figures themselves. If this 
year is one of normal business, while last year was 
one of abnormal business conditions, it may well be 
that the second form of statement is the more desir- 
able, because it is less likely to lead to mistaken in- 
ferences. Of course, looking forward rather than 
backward is a healthy tendency of human nature 
and is, perhaps, one of the fundamental factors that 
lead to business success and growth. 

8. Importance of the base.—It is a primary rule 
that, in making comparisons of things in sequence, 
the thing to which the comparison is related, or by 
which the result is measured, should in itself be nor- 
mal. In the years following the World War, many 
organizations practically doubled the volume of their 
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business, as compared with the years in which the 
war prevailed. This, in itself, was perhaps an 
achievement not at all to be proud of. Most lines of 
business had been kept down through the restrictions 
of the war, hence a mere doubling in sales or output 
might, perhaps, be discouraging rather than encour- 
aging. The comparison made should have been with 
periods before the war when business was more nearly 
normal. And yet, even in such a comparison, great 
care must be exercised since, in a period of ten years, - 
there can be a considerable change in public demands, 
and in the factors that control the success.of any ~ 
individual organization. 

Back of such a comparison lies the very important 
and often overlooked reservation of “other things 
being equal.” Before assigning a cause to any 
change we must carefully scrutinize our assumption. 
Hence a large part of the critical analysis of figures 
resolves itself into an inquiry as to whether the “other 
things” were actually equal. 

9. Types of comparisons—The most common 
type of comparison is that in which the same facts 
are compared for two or more equal periods of time. 
This comparison may be made from year to year, 
month to month, week to week, or day to day. Care 
must be exercised, when making comparisons for pe- 
riods of less than one year, to take into consideration 
such factors as seasons, weather, holidays, number of 
working days, and any other factors which may tend 
to vary the results of one period and not the other. 
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The following statement illustrates the year to 
year comparison. 


BLANK MANUFACTURING CO., INC. 


Comparative Condensed Statement of Income and Profit and 
Loss for the Years Ended December 31, 1929 and 1928 


1929 1928 
CS a es a er $758,932.00 | $672,850.00 
RABE NT RIES hm aw eva > 736,997.00 651,910.00 
rrossabroht: 20.) . set: $ 21,935.00 | $ 20,940.00 
Selling, General and Adminis- 
trative Expenses ........ 17,345.00 17,159.00 
Ivete routes.) 2.2 28 $ 4,590.00 | $ 3,781.00 


Statements showing details of cost of sales and 
selling, general and administrative expense should 
accompany the above statement so that changes in 
the above figures from one year to the other may be 
accounted for. 

Another type of comparison is the results of two 
or more departments. These comparisons may take 
the form of complete profit and loss statements, or 
may be merely data such as the following statement. 


DEPARTMENTAL STATISTICS 


Total Department A | Department B | Department C 
AICS Oe etl se $1,625,674 | $645,450 $725,895 $254,329 
Purchases.........| 1,393,430 587,340 569,700 236,390 
Expenses.......... 17,110 6,250 7,476 3,384 


The above statement can, of course, be greatly 
elaborated on to show cumulative totals, comparison 
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with other periods and the use of percentages. How- 
ever, even in its simple form, it can be used as a guide 
and to show the make-up of the total sales, purchases 
and expenses. 

Of course in order to interpret the above figures 
we must know the normal sales, the season of the 
year, whether the following season is a good selling 
season or a poor one, ete. All of these things are 
known to the executive and these data statements are 
very valuable to him because he can get them on 
short notice while the facts are in his mind. By the 
time he gets a complete financial statement from an 
auditor the information has often become “ancient 
history,” although, of course, the financial statements 
are very valuable as they are complete, and they 
give accurate figures as a base for these data state- 
ments. 

A third type of comparison is to compare groups 
of relative facts, such as current assets with current 
liabilities, sales with sales orders, earnings with divi- 
dends paid, ete. 

A fourth type is the comparison of business facts 
with certain established standards. Thus the balance 
sheet of a company may be compared with one of a 
similar company. Such a comparison may reveal 
very interesting facts. To illustrate, if we were to 
compare the balance sheets of two companies in the 
retail chain store business and ascertained that one 
company showed an investment of one-half its capital 
in fixed assets, whereas the other company had in- 
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vested only one-third of its capital in fixed assets, 
the conclusions to be drawn from such a comparison 
may be very interesting and, indeed, also very help- 
ful. 

10. Sales statistics—Every business must have 
sales. These sales may be either of a commodity or 
a service. Statistical data of sales are therefore of 
the greatest importance to every business. Sales 
statistics should be studied very carefully. They 
should be compared with as many different periods 
of time as the records will permit. Seasonal and 
other changes should not be lost sight of. Quantities 
as well as amounts should be shown whenever pos- 
sible. An increase in the amount of sales may often 
be due to an increase in the unit sales price, whereas 
the number of units sold may have actually been de- 
creased. 

Comparative statements of sales can be shown for 
daily, weekly, monthly and annual periods and by 
departments, classes of commodities and by salesmen. 

This is illustrated by the following statements. 


DAILY SALES DATA 


1930 1929 


Quantities Amounts Quantities Amounts 
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DEPARTMENTAL SALES DATA 


1930 ~ 1929 
Week Ending Year Week Ending Year 
April 5th to date April 5th to date 

DepartmentsAycmte etd a SAL ees I eee ert: ena 

| eS ey eee Me ON eS (ee NeW ts 

Cola bad STR OE ee 

1S Se ne Pee SR ae RT SS 

E 


MONTHLY COMPARATIVE STATEMENT OF SALES 


1929 1928 1927 
MANUAL Gt at o.2tk oe $ 12,835.25 $ 11,799.19 $ 10,841.23 
Iebruarync. .c tek Bo 13,628.92 12,841.22 11,214.17 
NWiarchsite nae ks oe 14,820.50 14,984.76 13,866.33 
PAN I ese ch oe Ss os 11,280.90 11,419.88 12,487.39 
INT Yes aie terns shee 10,864.32 9,724.19 10,341.24 
JUDE Se seek Lone sak 9,981.66 9,216.25 8,817.14 
ULV teach ee 10,245.72 10,318.92 9,433.88 
Augistecks . eles es 14,679.83 13,409.00 12,745.50 
September. ..:....... * 13,247.78 12,977.25 12,247.18 
OCTODERS arr ase ets acne 10,241.89 10,818.76 10,718.45 
November. ->........ 9,236.40 8,472.48 9,118.75 
December........... 8,918.67 7,923.14 7,841.74 

PL Otalt ery: tart ce ae $139,981.84 $133,905.04 $129,673.00 


Such sales statistics, if properly interpreted, are a 
helpful guide to executives and department heads. 

Statements of ‘sales orders, deliveries, unfilled or- 
ders and purchase commitments can be prepared in 
a similar manner. 

11. Statistics of operating and production costs.— 
A. business executive should be furnished with data 
that will show the cost of doing business and, in 
the case of a manufacturing concern, additional facts 
must be had as to cost of production. 
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Comparative statements of operating expenses, 
materials consumed, direct and indirect labor, and 
factory overhead should be prepared. The facts pre- 
sented in these statements should be compared with 
other periods and may be shown by departments. 
Costs of production may be shown for classes and 
quantity of goods manufactured. Whenever possi- 
ble they should be compared with standard or esti- 
mated costs. This enables an executive to check the 
efficiency of the management. 

While it is true that sales prices, in most instances, 
are not fixed by production or administrative costs, 
a thorough knowledge of them is nevertheless essen- 
tial as a guide for future operations and as a check 
on past performances. 

The statement below compares the cost of produc- 
tion in a manufacturing concern, and the quantities 
produced, for the years 1929, 1928, and 1927. 


COMPARATIVE STATEMENT OF PRODUCTION COSTS 


1929 1928 1927 
Direct Labor............| $ 81,825.00 $ 79,430.00 $ 78,483.00 
Direct Material......... 472,900.00 466,933.00 459,836.00 
Overhead 
Indirect Labor.......... 20,236.00 20,195.00 19,850.00 
Indirect Material........ 27,100.00 26,992.00 25,857.00 
Factory Expenses........ 13,540.00 13,638.00 13,485.00 
Repairs, Maintenance. .. 13,565.00 12,630.00 10,938.00 
Power, Light, Heat and 
Wisterme en ® Saceey... © 27,163.00 26,975.00 25,850.00 
Imsurance. o:.h... 06s ase. « 6,719.00 6,700.00 6,580.00 
Depreciation............ 13,480.00 13,480.00 13,480.00 
A NYOy a eas eek ener as $676,028.00 | $666,973.00 | $654,359.00 
Units Produced.......... 100,000 98,000 95,000 
Average Cost Per Unit... $6.76 $6.81 $6.89 
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It is obvious that if the quantities were omitted 
from the statement on page 189 it would be mean- 
ingless. Comparisons of factory costs are of no sig- 
nificance unless the number of units made are com- 
pared. In the statement on page 189, the total cost of 
production for 1929 was greater than in 1928, yet the 
average cost of each unit produced in 1929 was less 
than in 1928 because there were more units produced. 

12. Inventory and turnover statistics—Perhaps, 
one of the most important factors in modern business 
is that which deals with inventories and turnover. 
Turnover is the key to a high yield on investment. 
Without this high yield one might as well invest his 
money in securities instead of in business. Rapid 
turnover will permit of a greater volume of sales on 
the same investment, or the same amount of sales on 
a lesser investment. 

Statistics should be kept on fluctuations of inven- 
tory, bearing in mind always the season next follow- 
ing. This is also a check on the purchasing and 
merchandising departments. Of course, these de- 
partments should be furnished with such statistics, 
from time to time, for their own guidance. 

Although these statistics will not by themselves 
bring to light the age of the merchandise included in 
the inventories, if there is much of such merchandise 
it is bound to cut down the turnover to a considerable 
extent. In addition to the money values, periodical 
reports should be made, by those in close touch with 
the inventories, as to merchandise which is damaged, 
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and for which there is little or no demand. In the 
large industry, these statistics are almost indispen- 
sable. 

13. Budgets——It is impossible to make an intel- 
ligent budget without statistics. Trends, relations 
of accounts to each other, figures taken from like 
industries, among other things, must be carefully 
studied and thoroughly understood before one can 
attempt to prepare a budget. 

The business budget is a method of controlling 
future operations. While its use has not become 
general, it has nevertheless been adopted by many 
large and prosperous business enterprises. 

From time to time actual results should be com- 
pared with the budget. The statement on pages 
190 and 191 is intended for such a comparison. 


REVIEW 


Discuss the value of business statistics. 

Name the various sources of statistical information. 

What is the danger from lack of care in presentation of statis- 
tical data? 

Name the principal comparisons with which statistics deal. 

Discuss the types of statistical comparisons. 


CHAPTER XII 


STATISTICAL AND GRAPHICAL STATEMENTS 
(Continued) 


1. Use of graphs.—Statistics may often be pre- 
sented to the executive in the form of graphs, a 
method of expressing figures in pictorial form, by 
means of lines, curves, surfaces, and other geometric 
diagrams. Such graphic methods are coming to play 
a more and more important part in the business 
world. Executives are finding a constantly increas- 
ing use for such methods of presentation as a means 
of grasping rapidly the results of business adminis- 
tration. 

To many people a series of figures carry no sig- 
nificant message. They can, however, readily see the 
proportion of things, their increase and decrease, and 
the other relations which are expressed. by statistics, 
when they are shown in a diagram or on a chart. 

2. The appeal to the eye—The purpose of graph- 
ical presentations is to make an appeal to the eye, 
and it follows at once that this appeal must be simple 
and direct. The diagram should not impose too 
great a burden on the vision or too fine a discrimina- 
tion between the points which are depicted. When 


the diagram is made by means of lines drawn to a 
194 
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scale, there is frequently a temptation to put too 
much on the diagram, with the result that there are 
often several intersecting lines. Without the use of 
color, which is often impracticable, it is hard to draw, 
at the best, more than two or three lines which can be 
clearly distinguished from one another. ‘This, of 
course, places a decided limitation upon the amount 
of material which can be displayed in a given space. 

When the eye is called upon to judge relative 
size, as, for instance, when the exports of different 
years or the exports of different countries are com- 
pared, the most effective presentation is the line 
diagram. The use of squares, circles, or other sur- 
faces, and especially flat representation of solid 
bodies, is to be avoided. 

3. Limitations of graphic method of presentation. 
—It is well to consider the limitations of this method 
of presenting statistics, in order to use it properly. 

Inasmuch as the chief reasons for the use of 
graphics are their clearness and simplicity, they can- 
not be used in the presentation of too many facts at 
once. This applies to tabular statements also. 

Another usual objection to graphic charts is that 
they cannot be quoted. In view of the fact that 
charts are intended to show relationships and tenden- 
cies, this objection is of little importance. 

Graphic statements do not permit of the fine de- 
gree of accuracy peculiar to tabular statements. To 
overcome this limitation, concrete facts should accom- 
pany the graphic statement whenever it is necessary. 
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The limitations and objections described above re- 
quire that graphic statements should not replace 
tabular statements, but should accompany them 
whenever possible. ‘The same rules for the care in 
presentation of tabular statements apply to graphic 
statements. The most commonly used forms of 
graphic presentation are the bar and line charts. 

4. Bar charts—The bar chart is the simplest form 
for the presentation of a series of facts. 

We will use the following table to illustrate: 


STATEMENT OF SALES 


Mere trier Ae) ssc ove Meicn ules She nvoth< erica mane eee tek een 
SDAP MCIt £1 co eek oon cs Meee «8 oe 67,819 
Department: -s.  .We. ola ne Dee eee 49,100 


These facts will be presented in the diagram shown 
below, which illustrates the simple bar chart. 
150 


Thousands of Dollars 
oF 
oi 


50 
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The composite bar can be used to show a single 
figure divided into two or more component parts. 
The following table of facts will be illustrated by the 
diagram below it. 


- SALES AND NET PROFITS 


1929 


$247,000 
25,250 


1928 


$270,000 
26,700 


1927 


$225,000 
22,500 


Slogan es eae 


350 


325 Hl Sales 
300 +- (0) Net Profit 


Thousands of Dollars 


oa 
So 
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The diagram on page 197, however, is limited as 
to detail and is therefore seldom used. 

5. Curves—The most frequent way in which 
graphical statements are made is by the use of the 
line, or as it is generally called, “curve,” in which 
the height of the curve from the base measures the 
magnitude of the variable in question, while the pe- 
riods of time to which the facts relate are represented 
by successive points moving toward the right. 

The rule of simplicity makes it advisable that all 
distances should be measured by the eye from the 
same base. If we disregard this rule, and try to 
represent different elements which enter into the 
problem by superim- 
posing one on the other, 
with the thought that 
in this way we obtain 


MONTHLY SALES DATA 


ee | eal 
se AT 


y 30 ie ie an ate, th - 
§ a +e aggregate, the re 
a7 ales sult is disastrous. Only 
aly, ae =o@nnNe two lines in the entire 
Sine 15 ARS ELL chart are clear, the first 
r= os CeO SRa as above the base and the 


1 | RRS oe eae Ime which represents 
LLL LTT TTT LT] the aggregate. The 


°c FMAMJ JAS OND other lines cannot easily 

be read by the eye, and, 
if we want to observe their tendency, they must be 
taken out of the chart and redrawn so that for each 
of them there is a uniform base from which to meas- 
ure the height. 
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The same type of statistics that can be presented 
_ in tabular form can also be presented by the use of 
_ graphic charts, as simple illustrations will show. 

In the diagram on page 198, the data are repre- 
sented by the horizontal lines. The height of the 
curve from the base line measures the magnitude of 
the facts presented, while the months represented 
by the perpendicular lines are shown from left to 
right. 


CURRENT ASSETS WITH CURRENT LIABILITIES 
250 


é . 
ead. 


0 
JFMAMJ)JASONDJFMAMJJASOND 


The chart on page 199 illustrates its usefulness in 
presenting important business comparisons. 

In the diagram at the top of page 200, the sales 
are shown cumulatively for each department and 
compared with other years. This form aids ma- 
terially in ascertaining the trend of affairs. 

‘Business facts of the utmost importance to every 
executive are shown in the chart at the bottom of 
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SALES BY DEPARTMENTS - CUMULATIVE 
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page 200. The relations and fluctuations of the facts 
can easily be seen, and any departures from normal 
activities can be investigated. 

6. Misleading graphics—In the preparation of 
line charts, great care must be exercised lest false 
impressions be given. One of the frequent failings 


SALES, COST OF SALES AND PROFIT-CUMULATIVE 
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of the charts in common use is that they are incom-_ 
plete. Often the base line is omitted and the chart 
shows only the curve, without indicating the distance 
of this curve from the base. It is a natural defect of 
these charts that they tend to draw the attention of 
the reader to the movement of the curve and to dis- 
regard the position which the curve holds from the 
base which is really what is depicted. This effect is 
heightened considerably when the base line is - 
omitted. 

It is also to be noted that whether the base line is 
printed or not it is quite possible, by a conscious or 
unconscious manipulation of the chart, to convey 
very different impressions. If, for example, it is de- 
sired to create the impression of regularity, we have 
only to widen the distance between the vertical lines 
representing periods of time, or to narrow the dis- 


tance between the horizontal lines representing the 


amounts or values. In the contrary case, if it is 
desired to give an impression of irregularity, we may 
narrow the space between the vertical lines and in- 
crease it between the horizontal lines. This is illus- 
trated in the four charts shown on page 202, which 
represent the same sequence of facts. They refer to 
an assumed price per unit for a period of 10 years. 
The vertical scale measures the price and the hori- 
zontal scale the years. , 

Each of the four lines given represents the same 
facts. In A and B the difference is in the scale height 
assigned to the several prices. In C and D the dif- 
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Effects of different spacings on form of line. 


YEARS 
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ference lies in the scale width assigned to successive 
years. 

It is plain that none of the charts is absolutely in- 
correct, but all are incomplete. In the case of chart 
A, the zero line would be approximately one and a 
quarter inches below the line indicating 10 cents, 
while in the case of chart B this distance would be 
two and a half inches. The consequence of giving 
only a part of the charts is that, in one case, the 
fluctuations appear slight and, in the other, very 
marked. It will be noted that in these charts the 
same amount of space has been given for each year. 
It will also be noted that the line becomes more even 
when a large space is given to each year, and more 
jagged when the space is reduced (charts C and D). 

Because of these peculiarities of the lines, it is well 
not to place too much reliance upon the comparison 
which results from placing side by side two charts 
drawn on a different scale. In some cases the con- 
clusion drawn from the comparison might be called 
correct, but it is advisable also to have the actual fig- 
ures by which to test the.apparent conclusions to be 
drawn from the graphic statements. If the charts 
can be reduced to some common measure, as for in- 
stance percentage above or below the average for the 
period, the comparison becomes much safer. 

7. Need of caution in interpretation—Whether 
the statistical facts are expressed in figures or in 
charts, too much emphasis cannot be placed upon 
the need of extreme caution in the interpretation of 
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the facts recorded. No golden rules can be devised 
which will keep a man out of the pitfalls which beset 
him in this field. But if he brings to the analysis of 
facts the qualities of caution and the habit of thor- 
ough examination of matters from all points of view, 
he will find that statistics, whether in tabular or 
graphic form, are a powerful aid in the proper com- 
prehension of business conditions. 


REVIEW 


Discuss the value of graphic methods in the presentation of 
statistical data. 

What is the purpose of graphical presentations? 

Outline the limitations of the graphic method of presentation. 

Differentiate between bar charts and line charts. 

Discuss some of the defects of present-day charts. 
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CHAPTER XIII 
RATIOS 


1. Value of ratios—=In reading financial state- 
ments, the average person is often appalled by the 
size of the figures, and he loses sight of the fact that 
in relation to other figures in the same statement they 
may be relatively small. For instance, current liabili- 
ties of $1,000,000 may seem like a large debt, but, if 
there are current assets of $5,000,000, it is obvious 
that the debt is relatively insignificant. 

From this illustration it is clear that dollar totais’ 
by themselves, are not sufficient for the intelligent 
reading of statements. Another method must be 
used, that of ratio, or the relation or proportion of 
one figure or a group of figures as compared with 
another or group of others. Ratios may be expressed 
in several ways such as, 5:1, 5 to 1, %, five times, or 
500%, of which the latter is probably the most com- 
monly used. 

Intelligent use of ratios or percentages in  state- 
ments may often bring facts to light that would never 
be known had figures only been presented. Some of 
their values are presented below: 


(a) They indicate reasons for fluctuations in net re- 
sults from year to year 
205 
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(b) One unit or department may be compared intelli- 
gently with another ° 

(c) They are valuable in determining costs 

(d) When compared with ratios of like businesses they 
bring figures into a comparable form 

(e) They are almost indispensable in the preparation 
of budgets 

(f) They will often uncover frauds which could not be 
detected in any other way, such as padding of 
payrolls, thefts of merchandise, etc. 

(g) Trends may be carefully watched 


There are many ways of presenting ratios, and the 
proper method to use will vary according to circum- 
stances. They often may be in the form of graphs 
or charts. 

2. Types of ratios—Various accounts presented 
in the financial and operating statements have cer- 
tain relations to each other, and fluctuate in accord- 
ance with this relationship. If a careful study is 
made of these reactions, much may be done toward 
controlling their movements. Bankers, accountants, 
executives and students of business should under- 
stand these relations in order to prepare and interpret 
statements in such a way as to improve business 
policies. 

The following is a list of the more important ratios, 
which will be discussed in this chapter. 


(a) Current assets to current liabilities 
(b) Current assets (exclusive of inventory) to current 
liabilities 
(ce) Working capital to inventory 
(d) Working capital to total assets 
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(e) Trade receivables to inventory 

(f) Net worth to fixed assets 

(g) Net worth to debt 

(h) Sales to trade receivables 

(1) Purchases to trade payables 

(j) Sales to inventories 

(k) Cost of sales to inventories 

(1) Sales to fixed assets 

(m) Sales to net worth 

(n) Net profits to net worth 

(o) Cost and expenses to sales 

3. Current assets to current liabilities —This ratio 
is probably the most widely known of those listed 
above. It is often called the “bankers ratio,” as it is 
probably the first one bankers look for. It is gen- 
erally known that bankers in most cases look for a 
current ratio of at least 2 to 1, current assets being 
twice current liabilities. It readily may be seen that 
upon forced liquidation, such a ratio would probably 
insure prompt payment of current liabilities, with a 
margin of protection against shrinkage of book 
values. 

However, this ratio ignores the factor of trend. 
To illustrate this, let us take two companies whose 
ratios of current assets to current liabilities are given 


' below. 


1930 | _ 1929 1928 1927 
Company X ..... 215% 200% 170% | 150% 
Company Y ..... 215 225 240 250 


In 1930, balance sheets of both companies would show 
a current position of 2.15 to 1, or 215%. Yet, un- 
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doubtedly Company X is in better condition than 
Company Y, for, in the case of Company X, the ratio 
is on the increase, and, in the case of Company Y, 
the ratio is on the decline. 

4. Current assets (exclusive of inventory) to cur- 
rent liabilities —This has been called the “acid test” 
ratio. Because of the uncertainty of accuracy in 
taking inventories, and the well-known fact that many 
merchants declare as inventories amounts dictated 
more by conscience than by facts, it is well to subject 
this item to as many tests as possible. Under ordi- 
nary conditions, bankers look for a ratio of at least 
100 per cent. 

5. Working capital to inventory.—Working capi- 
tal is the excess of current assets over current liabili- 
ties. This is another test of the inventory. It shows 
the proportion of working capital tied up in inven- 
tory. In all inventory ratios, it is important to note 
the composition of the inventories (in the case of a 
manufacturing enterprise) as to raw materials, ma- 
terials and supplies, work in process, and finished 
goods. This will indicate the liquidity of the inven- 
tory, as raw materials and materials and supplies are 
often salable only at prices much under cost (or even 7 
market), and work in process must be either junked 
or additional funds spent to put it in a salable condi- 
tion. Enterprises doing a cash business usually have 
a proportionally large inventory, and therefore can- 
not, as a rule, meet the “acid test,” nor does this ratio 
apply to them. 
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6. Working capital to total assets —This ratio will 
indicate the proportion between the total assets and 
the assets free for the current needs of the enterprise. 
It is also a test for overinvestment in fixed assets. 

7. Trade receivables to inventory.—Opinions differ 
as to which of these should be the larger. In fact, 
to understand their proper relationship, it is neces- 
sary to know several conditions. First, let us under- 
stand the character of each. 

Assuming that all the trade receivables are col- 
lectible, when they are collected the receivable item 
will disappear from the balance sheet and cash will 
take its place for the same amount (except for dis- 
counts deducted). The current position, and, in fact, 
the complete condition of the balance sheet are un- 
changed by reason of this conversion. 

However, when inventory is sold and converted 
into accounts receivable, there is a change in the bal- 
ance sheet. Accounts receivable, assuming profits, 
are being made, include such profits, and to that ex- 
tent increase the current assets. 

From the foregoing it may be seen that prepon- 
derance of inventory over trade receivables will show 
a potential advantage. However, other factors enter 
into the situation. If the inventory can be disposed 
-of in a reasonably short time (such as at the begin- 
ning of a good selling season, if a seasonal business) , 
there is a real advantage in a large inventory. How- 
ever, if such a large inventory is carried that it cannot 
be liquidated over a moderate period of time, unneces- 
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sary capital is tied up in an asset which cannot be 
used for current operations. The company, in this 
case, is speculating with its inventory in the hope 
that prices will go up, and it will have an advantage 
over its competitors in having lower material costs. 
However, if prices go down, not only do competitors 
have the advantage of lower costs, but the company’s 
own working capital is curtailed and it may have large 
interest costs for borrowing money. 

It is only in view of all conditions that a decision 
can be made as to what the relation between trade 
receivables and inventory should be. 

8. Net worth to fixed assets—The net worth rep- 
resents the amount assets may shrink upon liquida- 
tion before the creditors will lose anything. If a 
substantial part. of the net worth is represented by 
fixed assets, liquidation will be slow, and, in all prob- 
ability, large losses will be suffered between book 
values and liquidation values. Moreover, if the ratio 
of net worth to fixed assets is small, the current ratio 
is bound to be low, and the working capital prac- 
tically nil, resulting in a state of affairs whereby 
creditors’ money*is being used to finance current 
operations. Any tightening of credit or slackness of 
business is likely to be disastrous. 

9. Net worth to debt—The ratio of net worth to 
debt is generally accepted as being of equal im- 
portance with the current ratio. Debt may be 
thought of as temporary borrowed capital. In other 
words, an enterprise has certain assets which it has 
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financed partly with its own capital and partly with 
the capital of its creditors. 

An enterprise cannot rely too strongly on debt to 
finance its operations, as debt is, at the most, tem- 
porary, and at some time must be liquidated. If it 
must be liquidated by the assumption of new debt, 
there always remains the possibility of curtailment 
of credit, which would wreck the business. For the 
purpose of illustration let us,take a simple balance 
sheet. 


COMPANY A 


Batance SHEET As OF DecemsBer 31, 19... 


ASSETS 
ermrrent preceta te. la) sii Wu. sb lok Lee $23,000 
eae paiet aor oe HN ei SAL Sy is Bin @ silos Ses & SOK a 17,250 

LEO CIC CES a ae a an Pn ce PET p= $40,250 
LIABILITIES 

ST LES ee a en ile Sa Aa aR es rae eae ele $25,000 

ree ete ets. bos, HOM SN eet eee 15,250 


Total liabilities and net worth ............ $40,250 


This balance sheet points out many of the things 
that can be wrong with a business. The current ratio 
is very poor, being 92%; there is no working capital; 
all of the net worth, and more, is tied up in fixed as- 
sets, showing that the creditors must look to the fixed 
assets for part of their debt; and the ratio of net 
worth to debt is obviously such that any large cur- 
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tailment of credit would necessitate liquidation of all 
the assets. 

Such a ratio of net worth to debt is commonly 
known as “topheavy with debt.” In most cases, in- 
terest charges will constitute a substantial portion of 
the expenses. 

10. Sales to trade receivables—This ratio is com- 
monly known as the “turnover of receivables,” and 
is stated in the age of the trade receivables in number 
of days. It is computed by dividing the trade receiv- 
ables by the yearly sales and multiplying by 365, or 
dividing the trade receivables by the total monthly 
sales for one or more months and multiplying by the 
number of days in the period. This figure must then 
be compared with the average credit terms of the en- 
terprise to determine the average delinquency of the 
accounts. Where cash sales form a part of the total 
sales, the division should be the charge sales only, and 
not the total sales. If the credit terms are sixty days 
and the trade receivables are found to constitute 
ninety days’ sales, the probabilities are that there are 
accounts six months or more old, as the average is 
lowered by the current accounts. 

If the determined ratio proves to be greater than 
the average credit term, there is an indication of slow 
collections and a probability of uncollectible accounts. 
The effect of this is to decrease actual working capi- 
tal and to necessitate borrowing, and decrease the 
ratio of net worth to debt. 

On the other hand, if the number of days’ sales 
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represented by receivables is very low, the probabili- 
ties are either that some of the receivables have been 
sold or discounted (in which case a contingent liability 
should be found on the balance sheet) or that the col- 
lections are being forced by offers of large discounts 
for anticipation of payment, which may be very 
costly. 

11. Purchases to trade payables——Similar to the 
last-mentioned ratio, this ratio is expressed in 
the number of days’ purchase. It will indicate the 
promptness with which the enterprise pays its bills. 
It. will also indicate the recent trend of the current 
position. It may also uncover attempts to deduct 
part of the payables from the receivables in order to 
show a good current ratio. 

12. Sales to inventories——This ratio should not be 
confused with that of turnover, which is explained 
in more detail in the following section. ‘This ratio 
must be studied in relation to the ratio between trade 
receivables and inventories, and is subject to the same 
seasonal changes. It is of most use when compared 
with that of similar’ enterprises, and when watched 
over a period of time. It will be a great help to the 
merchandising department. Inventories are carried 
to supply the immediate needs of customers. If more 
than requirements is carried, there is a speculation; 
if less, immediate additions must be made, which com- 
mitments may change the whole aspect of the current 
position. Therefore, it may be seen that there is a 
real relationship between sales and inventories, espe- 
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cially estimated future sales, provided the estimate 
is accurate. 

13. Cost of sales to inventories.—This ratio is com- 
monly known as “merchandise turnover.” It is a 
more accurate test of the adequacy of the inventories 
than the preceding ratio, because of the ratio of 
mark-up included in the sales price and because of 
the variation between rates of mark-up, even in dif- 
ferent enterprises in the same line of business, and in 
the same enterprise from one season to the next. If 
the turnover is compared with that of statistics of like 
enterprises, valuable information may be obtained. 

The value of a proper rate of turnover is quite 
obvious. The less the inventory carried, the less 
capital need be used for financing operations, and 
conversely the more can be done with the capital 
employed. 

On the other hand, if the inventory carried is inade- 
quate, orders have to be turned. down, or, if accepted, 
prompt deliveries cannot be made and customers may 
become dissatisfied. A comparison between the 
amounts carried in the various ‘types of inventories 
will indicate how much is available for immediate de- 
livery, and how much of the inventory requires addi- 
tional expense and time to be expended before it 
becomes salable. 

14. Sales to fixed assets—Income is produced by 
labor and materials working on merchandise with or 
in fixed assets. Any increase of investment in these 
assets should be made with a view to increasing pro- 
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duction or efficiency, and should be warranted by a 
proportionate increase in sales (or a decrease in ex- 
pense). If this ratio does not constantly improve, 
the enterprise is slipping backward, despite the fact 
that sales and net profits may be increasing. 

Fixed assets, moreover, are “frozen” assets, and 
excessive investment in these assets will tie up funds 
which could be used to better advantage if free for 
current operations. 

15. Sales to net worth—An excessive sales to net 
worth ratio is commonly known as “overtrading.” 
This condition is usually accompanied by a small ratio 
of net worth to debt, and a poor current ratio. This 
ratio, of course, will not apply to businesses where 
labor and not capital is the main income-producing 
factor, such as the professions. In the ordinary lines 
of business, however, operations are limited to an 
amount proportionate to the capital employed. As 
soon as sales can be increased to a point in excess of 
a proper proportion to capital, the law of supply and 
demand begins to operate, competition increases, 
sales fall off and the enterprise guilty of “overtrad- 
ing” finds itself in a position of having large in- 
ventories and large debts, and no demand for its 
merchandise. 

The consequences of- “overtrading” may well be 
illustrated by the case of a trader in securities who 
tries to finance a large position with very little mar- 
gin or capital. Let us imagine a man who buys 100 
shares of stock costing $10,000 and puts up a margin 
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of $1,000. His assets are now $10,000, his liabilities 
$9,000, and his capital $1,000. Each month, at 6% 
he is charged $45, for interest, or $.45 a share. His 
carrying charges are much higher than those of his 
competitors whose capital is greater in proportion to 
the securities held. Moreover, a drop of ten points 
will completely wipe him out, while his competitors 
could stand much larger losses and still be in a good 
position. 

Business finance works the same way, although in 
perhaps a more complex manner. Net worth is the 
margin invested for the purchase of assets; the 
smaller this margin, the less the assets must shrink be- 
fore bankruptcy occurs. This illustration also shows 
the effects of excessive ratios of net worth to fixed 
assets (which are subject to large shrinkage) , and net 
worth to debt. E:xcessive sales cause excessive trade 
receivables, and, if net worth is small, cause excessive 
borrowing to finance these receivables, resulting in a 
small ratio of net worth to debt. In order to increase 
production to keep pace with sales, fixed assets may 
have to be increased, thus decreasing the ratio of net 
worth to fixed assets. Finally, a point will be reached 
where fixed assets exceed net worth, and, should sales 
fall off, fixed assets must be sold to pay current lia- 
bilities, and the result is a liquidation of the business. 

16. Net profits to net worth—Net worth may be 
thought of as the amount of capital permanently in- 
vested in an enterprise. The ratio of net profits to 
net worth will give the return or yield on the invest- 
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ment. Dividend and drawings policies may be 
formed by watching this ratio. To illustrate this, let 
us take a case of a corporation having a capital stock 
of $100,000. The executive has kept a record of net 
profits and has found the following to be true: 


(a) On a net worth of $100,000, net profits are $6,000, 
or 6% 

(b) On a net worth of $125,000, net profits are $8,750, 
or 7% 

(c) Ona net worth of $150,000, net profits are $9,000, 
or 6% 


It may be seen that on the last $25,000 only 1%, or 
$250 is being earned. The maximum efficiency of 
the corporation is with a net worth of $125,000. The 
stockholders’ interests will be best served by declaring 
a dividend of $25,000, to bring the net worth down 
to $125,000. The stockholders can then otherwise 
invest that amount. 

17. Costs and expenses to sales.—FProfit and loss 
statements should always show percentages of cost 
of sales to net sales, and the various expenses to net 
sales. Under ordinary conditions, cost of sales should 
remain in a fairly constant ratio to sales, except when 
sales are so small that fixed direct expenses, such as 
depreciation of plant and equipment, etc., constitute 
a large percentage of the cost of sales, or when net 
sales grow to so large an extent that quantity pro- 
duction savings can be made. All of the other ex- 
penses should be shown with their ratios to net sales. 
When these ratios are compared with those for former 
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periods, much can be learned about the reasons for 
fluctuations in net profits. To illustrate the effec- 
tiveness of the presentation of profit and loss state- 
ments by the use of ratios, the following statements 
are submitted. They are taken from an accountant’s 
report on a chain of credit granting stores. One 
schedule shows the figures, and the other the same 
figures reduced to ratios. 
COMPANY A 


CONDENSED PROFIT AND LOSS STATEMENTS FOR THE FIVE 
YEARS ENDED DECEMRER 31, 1925 TO 1929 


1925 1926 1927 1928 1929 
Net sales? bs sie... iio Sie $692,264.00/$802,593.87| $950,072.99) $1,110,272.51)$1,283.759.58 
Cost of sales........... 298,422.26] 329,479.69] 385,592.15) 449,083.22) 527,730.11 
Gross profit........ $393,841.74/$473,114.18/$564,480.84/$ 661,189.29|/$ 756,029.47 


General, administrative, 
and selling expenses. ..| 288,389.84| 335,365.36| 378,555.21! 434,892.57) 482,400.36 


Operating profit. . . .|$105,451.90/$137,748.82 $185,925.63)$ 226,296.72 $ 273,629.11 
Other deductions....... 82,701.19 94,215.92| 102,819.04} 121,346.74; 146,027.06 


Net profit (before 
federal income tax)|$ 22,750.71 $ 43,532.90 $ 83,106.59|$ 104,949.98|$ 127,602.05 


SAME STATEMENTS EXPRESSED IN RATIOS 


Niet: sales ac Act irate ciate. seo 100.00% 100.00% 100.00% 100.00% 100.00 
Cost of sales... 1.1... 48.11 |) 44.06 Vo 4089 | kOe an 
Gross profit........ * 56.89 58.95 59.41 59.55 58.89 
General, administrative, 
and selling expenses... 41.66 41.79 39.84 39.17 37.58 
Operating profit....| 15.23 17.16 19.57 20.38 | 21.31 
Other deductions. ...... 11.94 11.74 10.82 10.93 11.38 
Net profit (before 
federal income tax) 3.29 5.42 8.75 9.45 | 9.93 


It readily may be seen that the ratio statement is 
much easier to read than the other statement. How- 
ever, the ratio statement is worthless by itself. It 
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may be noted at this point that the profit for the year 
ended December 31, 1926 is not 2.138% greater than 
that of the prior year. This increase over 1925 is 
computed by dividing $20,782.19 ($43.532.90 less 
$22,750.71) by $22,750.71, or 91.34%. 

Let us study these two statements a little more 
closely. To say that Company A made a net profit, 
before federal income tax, in 1929 of 9.93% means 
little. Nor does it mean much to say that the com- 
pany made a net profit, before federal income tax, of 
$127,602.05. However, when we see the steady in- 
crease in sales, and the steady increase in the ratio 
of net profits, we realize that the company is progress- 
ing. Let us assume that the net sales for 1929 were 
$2,552,041, and the net profits remained the same, 
$127,602.05, or 5% of net sales. Immediately we 
would know that somewhere there was a leakage, and 
that the net profits should be more. 

By studying the various percentages that go to 
make up the balance of the 100%, we might find that 
the “other deductions” were proportionally higher. 
Since the ‘other deductions” are mainly bad debts, 
we might discover that the credit and collection de- 
partment was not functioning properly and that to 
encourage sales it had been granted unwarranted 
credit. If the general, administrative, and selling ex- 
penses or cost of sales were abnormally high we would 
have to study each account to find just where the 
profits were disappearing. We could then take steps 
to remedy the situation. 
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The entire field of the possibilities of ratios could 
not be covered in one chapter. The high spots have 
been touched in this chapter in an attempt to show the 
great importance of ratio in business figures. With 
these points as a guide, the imagination of the indi- 
vidual will conceive of many uses for ratios as applied 
to any figures he may be working with. If one is care- 
ful to use the correct figure as a base for his ratios, 
many very interesting and valuable facts can be 
brought to light. 

Statements by themselves will not solve business 
problems. But intelligent interpretations of them 
will enable the executive to place his finger on the 
causes of trouble, which is half the battle. The 
proper use of ratios will prove to be one of the best 
aids in the interpretation of statements. 


REVIEW 


Discuss the value of using ratios in the interpretation of 
financial statements. 

Name the more important types of ratios. 

Define “current ratio.” 

What ratio is known as the “merchandise turnover” ratio? 


CHAPTER XIV 


RELATION OF INCOME AND WORKING CAPITAL TO 
ASSETS 

1. Relation of net income to capital stock.—Fre- 
quently, in interpreting financial statements, the 
ratio existing between net income and capital stock 
is considered an index of the progress of the business. 
While this ratio discloses the ability, or lack of it, 
on the part of a corporation to pay a dividend, many 
overlook the fact that capital stock does not represent 
the total invested assets of a business. In many cases, 
the earnings which a corporation discloses in its in- 
come statements are due in no small measure to large 
surpluses and reserves accumulated out of the profits 
of previous years. The following illustration is used 
simply to show how an erroneous conclusion can be 
drawn from a comparison of earnings to capital stock 
alone. 

A financial writer, in commenting upon the bal- 
ance sheets of five of the large steel companies (Cen- 
tral Alloy, Crucible Steel, Bethlehem, Youngstown 
and American Steel), made the statement that, for 
the year 1929, the companies had earned almost 13 
per cent on their total capital of $644,542,478. This 
statement is true, but let us further analyze the then 
existing situation, for the purpose of determining 


whether or not it really means anything. 
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The following table shows the capital stock, sur- 
plus, reserves, bonded debt and current liabilities of 
each organization as reported for the year 1929: 


Central Crucible Youngstown 
Alloy Steel | Steel Co. | Bethlehem Sheet & American 
Corporation| of America | Steel Cor- | Tube Co Steel 
and and poration and Foundries 
Subsidiaries} Subsidiaries Subsidiaries 
Common Capital Stock} $ 8,188,795|$ 55,000,000/$100,009,000'$ 75,342,683/$ 33,611,000 
Preferred Capital Stock] 10,000,000} 25,000,000) 315,900,000) 15,000,000 ,500,000 
Surpltis.... -.. -A/e00%'. 59,205,868| 28,276,427| 134,565,632} 51,729,885} 14,207,233 
RESET VERBS os: ccecte es nt 2,714,055 1,288,449 9,434,391 1,276,777 ,649 
Minority Interest 35 29s og ft n> leieat mente. ae 8,465,625 31,123 275,698 
TOTAL OWNED CAPITAL] $80,108,718 /$109,564,876 |$568,365,648|$149,380,468| $55,393,580 
BS OWE caso tous Risks 86S $ 8,694,200|$ 4,000,000|$184,339,595|$ 72,000,000; $ 
Current Liabilities. ... 7,029,431| 10,794,114) 48,926,119| 14,360,250 3,833,062 
TOTAL BORROWED 
CAPITAL aes cise elaieinxe $15,723,631/$ 14,794,114/$233,265,714/$ 86,360,250/$ 3,833,062 
TOTAL COMBINED 
CAPITAL cs oh vasisgeo 4 $95,832,349 |$124,358,990|$801,631,362/$235,740,718| $59,226,642 


For the purpose of stating the comparison on a 
more uniform basis, let us consider the following: 


Common Capital Stock 
Preferred Capital Stock 


TOTAL OWNED 
CAPITAL 


TOTAL COMBINED 
CAPITAL 


Central 
Alloy Steel 
Corporation 

and 
Subsidiaries 


16.41 


Crucible 
Steel Co. 
of America 
and 
Subsidiaries 


11.89 


100.00 


Bethlehem 
Steel 
Corporation 


29.10 


100.00 


6.47 


100.00 


INCOME AND WORKING CAPITAL 223 


This statement shows how the capital owned and 
borrowed is distributed by percentage. 

2. Ratio of net income to capital stock—If we 
calculate the ratio of net income to capital stock in 
each of the individual companies, we learn that Cen- 
tral Alloy’s earnings for the year 1929 were equiva- 
lent to 33 per cent on the capital stock, while the 
earnings of Crucible, Bethlehem, Youngstown and 
American were, respectively, 10 per cent, 10 per cent, 
24 per cent and 13 per cent. When the financial writer 
made his calculations, he added the earnings of all 
the companies together and divided by the aggregate 
of the capital issues to arrive at his figure of 13 per 
cent. Yet, when we consider the earnings of the indi- 
vidual companies with reference to capital stock, we 
see that the results differ widely and bear no relation 
to the average determined by the financial writer. 

3. Ratio of net income to total invested assets.— 
It will be obvious that the total capital fund which 
each of these organizations employed in business con- 
sisted of its total assets. This is the capital fund 
which was turned over or employed in the business 
organization, and with which these organizations 
earned their apparently enormous profits. If we cal- 
culate the ratio of net income to total assets, we learn 
that in the case of Central Alloy the ratio is 6.31 per 
cent; Crucible Steel, 6.56 per cent; Bethlehem Steel, 
5.27 per cent; Youngstown, 9.15 per cent and Ameri- 
can Steel, 8.65 per cent. The average for all com- 
panies combined is 5.57 per cent. For the purpose 
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of comparison, attention is called to the following 
table, showing the ratio of net income to capital, and 
the ratio of net income to total assets for all of the 
companies : 


Central Crucible Youngstown ‘ 
Alloy Steel | Steel Co. Bethlehem Sheet & American 
Corporation| of America Steel — , 

and and Corporation and — Foundries 
Subsidiaries | Subsidiaries Subsidiaries 
Ratio of net in- 
come to capi- 


talistock.. asi. 33.24 10.20 10.16 23.87 2277 
(Average |for all co |mpanies, |25.65%) 


Ratio of net in- 
come to total 
ASSCTS oc ke 6.31 6.56 tag 


9.15 8.65 
(Average |for all co |mpanies, |5.57%) 


4. Proper basis needed for ratio —From a study 
of the foregoing figures it will be seen that com- 
parisons on percentage bases are likely to be mislead- 
ing if the proper basis is not used. It is clearly 
evidenced, in the case of the steel companies, that a 
more significant comparison is the ratio of net income 
to total assets. 

Even in making comparisons on the basis of per- 
centage of earnings to invested assets, which is the 
best one to use for comparisons of different com- 
panies, there are a number of factors which are not 
uniform in all cases. It would be best to make com- 
parisons for a series of years with respect to the indi- 
vidual companies and to note the progression or 
retrogression reflected in them. It is, of course, un- 
derstood that in any analysis of income the ratios 
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of earnings to assets, sales and capital stock must all 
be considered: the foregoing illustration indicates the 
fallacy in relying upon comparisons made on the 
basis of capital stock alone. 

5. Relation of working capital to total assets.— 
It is impossible to lay down any general rules by 
which to determine the proper relation of working 
capital to total assets. Perhaps the best rule is, that 
the working capital should vary in accordance with 
the sales. This naturally leads to the question, 
“What is working capital?’ Working capital is 
commonly understood to mean that portion of the 
liquid assets, free and unpledged, which a firm has 
available for employment in the business. 

Current assets are usually acquired either through 
the parting with other assets, or by the creation of 
additional floating liabilities. To ignore the floating 
liabilities is undesirable, because a large floating debt 
is usually an evidence of weakness, and always may 
be a source of danger. Therefore, working capital 
should be understood to mean the excess of current 
assets over current liabilities. Eixtra heavy seasonal 
demands for working funds, however, should be met 
by credit loans, to avoid the carrying of excessive 
funds in the slack periods. The proper relation be- 
tween normal working capital and volume of busi- 
ness is, to a great extent, a matter of experience and 
judgment. The raising of temporary extra funds is 
purely a financial proposition and does not require 
discussion here. 


226 FINANCIAL AND BUSINESS STATEMENTS 


6. Amount of working capital needed depends 
upon nature of business.—Just as conditions in each 
kind of business differ, so the needs of individual con- 
cerns in any line of business differ also. There is no 
doubt that a concern handicapped by a shortage of 
working capital will not operate so efficiently as one 
with sufficient working capital at its disposal. With- 
out proper working capital, shortage of material, 
long credit with consequent loss of discounts, and 
many other troubles will be encountered. The short- 
age in working capital may result from poor man- 
agerial or financial policy or from the distribution of 
too great a portion of the profits in the form of divi- 
dends. Even though a large profit has been earned 
in any given year it should not be distributed in the 
form of cash dividends at the expense of future busi- 
ness needs. 

For example, a comparatively young undertaking 
which is expanding rapidly, and which is requiring 
considerable working capital for the continuance and 
expansion of -its business, must have a far larger 
amount of working capital than one which is pro- 
gressing at a uniform rate. New business must be 
financed before the old business has been collected 
upon. A continual increase in volume of business 
throws a larger burden on the concern and necessi- 
tates corresponding increases in the amount of work- 
ing capital. Credit terms and collection policies also 
play an important part in the maintenance of work- 
ing capital. 
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7. No rule for amount of quick assets required by 
corporations.—In conclusion, it may be said that there 
is no rule that can be laid down as to the amount 
of quick assets which a corporation should endeavor 
to acquire. In a line of business in which long cred- 
its are given to customers, it is evident that a greater 
amount of working capital will be needed than in 
those lines in which shorter credits are given. More- 
over, if the terms of credit received by an undertak- 
ing are comparatively short, and the terms of credit 
allowed to its customers are comparatively long, a 
greater amount of working capital must be provided. 

8. Allowance for unusual factors—In drawing 
conclusions from financial statements, due weight 
must be given to the effects of the unusual conditions 
of the periods covered. For one reason or another, 
there may be a need for working capital above that 
of the average. Consequently, as conditions return 
closer to normal, the extraordinary factors of unusual 
times must not be lost sight of when comparing the 
present with the past. 

9. The economic status of contributors of capital 
to a business enterprise—Contributors to capital 
which is employed in a business enterprise may be 
divided into four classes: 

(a) Long-term creditors, such as bondholders and 
holders of notes having more than one year 
to run 

(b) Short-term creditors whose debts are due in 
less than one year 
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(c) Lessors, leasing property to a firm for a term 

of years, at stated annual rentals 

(d) The investors, the sole owner, the partners or 

the stockholders of a corporation, who have 
the control and management of the organi- 
zation 

Creditors of the first class have usually a lien on 
the fixed property of the organization, and receive as 
compensation a stated sum which is known as inter- 
est. This class comprises those who have had suffi- 
cient confidence in the managers of the enterprise to 
intrust their capital to them, exacting a stated and 
definite rate of compensation for its use. 

The second class consists of those who, as a rule, 
have no security for their claims, but who are still 
willing to advance their capital for a limited period 
to the managers. They may receive compensation 
in the way of interest, or their compensation may take 
the form of profits realized on merchandise sold to 
the managers. 

The third class consists of those who have had suf- 
ficient confidence in the management and in the enter- 
prise to give them title to the use of their property for 
a specified number of years under a lease, and who 
have exacted compensation or their share of the 
profits of the enterprise in the form of a stated an- 
nual rental. 

The last class embraces those who have risked their 
capital in the business enterprise for the purpose of 
reserving to themselves all the profits that result 
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after their fellow-contributors in the business enter- 
prise have been paid their stated sums. 

10. Is interest on capital part of cost of produc- 
tion?—The realization of the foregoing facts in their 
full significance will do more than anything else to 
clear up the subject of charging interest on capital 
as a part of the cost of production. As is the case 
with all debatable questions, there are many en- 
gineers and accountants who favor the method of 
charging interest on capital as a part of the cost of 
production. The author holds that, except for sta- 
tistical purposes, this practice is entirely incorrect in 
principle, for the following reasons: 

The entire return of a business, after the first three 
classes of contributors to an enterprise previously 
mentioned have been paid, is regarded as profits from 
business operations. ‘The relation of such profits to 
the amount of interest which could have been gained 
by investing elsewhere is an element in judging the 
success of the enterprise, but should not be a matter 
of accounting record. 

The charge for interest on invested capital as a 
part of the cost of production necessitates a book- 
keeping entry of a debit to interest expense account, 
and a credit to an interest earned account. These 
entries cancel each other in the profit and loss sum- 
mary, so the net result as far as the ultimate profit 
is concerned is the same whether the entry has been 
made or not. There is this important difference, 
- however: A fictitious entry has been made in the 
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account for interest expense that will never be paid 
in eash, and for an interest income that will never be 
realized in cash. Moreover, interest on capital in- 
vested, being charged as a part of thé cost of produc- 
tion, will load the cost of production with an element 
of expense for which no liability has been incurred 
and for which a direct outlay in cash will never be 
required. 

11. Difficulty of selecting correct rate—KEven if it 
were assumed that the principal under discussion is 
correct, there is still another difficulty to be con- 
fronted—that of selecting a rate of interest. It is 
just as reasonable to select 4 per cent as 8 per cent, 
but one can readily see that the computed cost would 
be different in different organizations unless the same 
rate of interest were selected in all cases. 

If interest is to be charged for the use of capital 
the time element must be considered and the charge 
must be made only for the exact time that the money 
has been employed in production. The calculations 
involved in this would be an almost impossible prop- 
osition from a bookkeeping standpoint. 

The manner in which capital is provided cannot 
possibly affect the cost of production, for the methods 
of financing a business have no connection, direct or 
indirect, with the cost of making the product. 

12. Inflation of inventory values——One particu- 
larly objectionable feature in charging interest as a 
part of the cost of production is that such a charge 
results in inflating inventory values. If these values 
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are allowed to remain on the balance sheet, part of 
the profits will be anticipated to the extent that the 
inventory value includes this specific charge for in- 
terest. Therefore, a concern that follows this practice 
commences to take its profit weeks or months, per- 
haps, before the goods are offered for sale. This 
practice might have a tendency to imperil the credit 
of any concern that engages in it, because a banker 
who is approached for the purpose of loaning money 
to the concern will resent any attempt on the part of | 
a borrower to anticipate his profits and to inflate the 
borrowing value of his assets. . 

It is often suggested that the element of interest, 
included in the inventory, be deducted on the balance 
sheet by the creation of a suitable reserve to take care 
of the overvaluation. This position in itself, it would 
seem, ought to make clear the fallacy of the entire 
theory. Books of account exist for the purpose of 
recording what has actually taken place, and not what 
might have taken place under a set of hypothetical 
circumstances. 

13. Cost and income confused.—Another objec- 
tion to the proposal is that charging interest to cost of 
production, with a corresponding credit to an earn- 
ing account, has the effect of counting the same thing 
both as cost and as income. This obviously is incor- 
rect in addition to adding unnécessary complications 
to the records and to their interpretation. 

The charge for interest on invested capital as a 
part of the cost of production should not be confused 
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with the charge for interest on capital which would be 
made in a partnership relation. In the latter in- 
stance it is made for the purpose of adjusting the 
inequities of capital contributed by the various part- 
ners and not included as a part of the cost. 


REVIEW 


Why is the ratio of net income to capital stock an inadequate 
test of the profitableness of an enterprise? What better test 
could you propose? 

Who are the persons who contribute the wer to an enter- 
prise, and what are their respective interests? 

State the arguments against the point of view that the interest 
upon invested capital should be deemed a part of the cost of 
production. 


CHAPTER XV 
SURPLUS, RESERVES AND DIVIDENDS 


1. Definition of surplus.—By the term “surplus” is 
meant the intrinsic value of all the assets of a firm, 
over and above its liabilities and outstanding capital. 
Intrinsic value is to be distinguished from reproduc- 
tive value in that the former relates to the actual cost 
of the assets acquired, less the depreciation sustained 
since acquisition, and the latter relates to the cost of 
duplication on the basis of ruling market prices. 

The author is a firm believer in the rigid cost theory 
of value in so far as the books of account are con- 
cerned. It should be borne in mind that purchase 
price may not represent the true value. This is due 
to the fact that assets can be purchased at a cost 
greater or less than the true value. Appreciation 
should always receive consideration in the study of 
statements but, as already emphasized, it has no place 
on the books or in the statements. 

2. Kinds of surplus——Open surplus is that which 
appears on the books in the form of surplus, reserves, 
or undivided profits. 

Hidden surplus is represented in the form of secret 
reserves as a result of accumulation of profits that do 


not appear on the books. 
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Surplus may also be distinguished as free and re- 
stricted. By the former is meant that form of sur- 
plus that represents profit available for distribution; 
by the latter, a profit accumulation which for one 
reason or another is to be retained in the business. 

3. Relative importance of surplus and assets —The 
importance of the surplus account is due to the fact 
that the stockholder finds reflected there the net re- 
sults of the company’s operations; he measures the 
value of the company’s stock by the fluctuations in 
the surplus account. The importance of using the 
proper basis for the valuation of the firm’s assets thus 
becomes apparent, for an incorrect valuation is at 
once reflected in the surplus account. 

4. Sources of surplus.—Broadly speaking, surplus 
may be derived from the following sources: 

(a) From profits as a result of business operations 

(b) From a revaluation of fixed assets 

(c) From an original investment at the time of organi- 

zation, or as a result of reorganization. 

5. Surplus resulting from business operations.— 
The reader is already familiar with corporate surplus 
resulting from business operations. He will also re- 
call that, inasmuch as a business may have primary 
and secondary operations, surplus will necessarily be 
either from primary or secondary operations, or from 
both. 

One of the problems in that connection is the © 
proper allocation of expenditures to capital and reve- 
nue. If an expenditure that should have been 
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charged to revenue is charged to a capital account, the 
assets will be increased and the expenses will be de- 
creased by the same amount. Conversely, if an item 
that should have been charged to capital is charged 
to revenue, the assets will be undervalued and the 
expenses will be correspondingly overstated. Inas- 
much as the application of these principles oftentimes 
is attended with difficulty and sometimes doubt, it is 
important in reading financial statements to consider 
what has been the practice of the company in con- 
nection with expenditures, as reflected by the surplus. 

6. Depreciation as an element of cost.—In consid- 
ering the surplus, the fact that depreciation is an im- 
portant element in the income account must not be 
overlooked. If the depreciation of both fixed and 
current assets has not been provided for by charges 
against earnings, the surplus account will be over- 
stated. Depreciation on fixed assets may be broadly 
viewed as a sort of rental that the operating depart- 
ment of a business pays for the use of the assets. 
Depreciation on all current assets, such as accounts 
receivable and inventory, should also be provided for 
before net profits.are shown. 

7. Reserves that are not part of surplus.—It is 
maintained by some accountants that all reserves are 
a part of surplus, but such a contention is not true 
of any reserve created to measure depreciation or to 
offset an anticipated loss on the realization of ac- 
counts receivable. This holds good, notwithstanding 
the fact that reserves of this character are frequently 
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found on the liability side of a balance sheet included 
with other reserves. The use of reserves for the pur- 
pose of adjusting the valuation of assets in the bal- 
ance sheet is purely a question of bookkeeping 
expediency. If a loss equivalent to that shown in the 
reserve account has been sustained, or is anticipated, 
the shrinkage may be credited directly to the asset 
account; at the same time the profits of the period 
may be reduced by the same amount, or the decline 
in value may be credited to a reserve account. When 
decreases in value are credited to a reserve account 
the record will be clearer if the reserve, being an 
adjunct, is offset against the asset affected when the 
balance sheet is prepared. 

8. Intercompany profits on inventory should be 
eliminated from surplus—Subsidiary companies fre- 
quently do business with one another and the trans- 
actions between companies will usually be invoiced at 
or near the prevailing market prices. Let us assume 
that Company A, a mining company, sells the greater 
portion of its output to Company B, which operates 
a steel mill that turns out, in the form of bars or 
blooms, material received from Company A. Let 
us further assume that the product made by Company 
B is shipped over Railroad C, owned by the holding 
company, to another subsidiary, Company D, which 
operates a rod mill. Both Company B and Company 
D sell to outsiders as well as to Company E, which 
we shall assume is another subsidiary company, en- 
gaged in the manufacture of certain specialties. The 
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entire output of Company E is disposed of to out- 
siders. 

The subsidiaries will have on hand, included in their 
material inventories at the close of the fiscal period, 
goods which have been purchased from other sub- 
sidiaries and upon which the latter have made a profit. 
The raw material of Company D is the finished prod- 
uct of Company B,;; the finished product of Company 
B and Company D constitutes the raw material of 
Company E. 

In the preparation of a balance sheet of the hold- 
ing company, a consolidation of the assets and liabili- 
ties of the subsidiaries will make it necessary to take 
up, as inventory of materials, certain quantities pur- 
chased from other subsidiaries, upon which the latter 
have already made a profit which is represented in 
the surplus accounts of those subsidiaries. Each of 
the subsidiaries has a separate corporate existence 
and, as far as its own accounts are concerned, has 
made a valid profit. It is important to remember, 
however, that from the standpoint of the entire ag- 
gregation no profit has as yet been realized on that 
material which was sold by one subsidiary and re- 
mains on hand in the inventory of another subsidiary. 

9. Dividends of subsidiary companies available to 
the parent company.—The dividends received by a 
holding company on the stock of subsidiaries which it 
owns may not in all cases be properly credited to the 
surplus account of the former. In many instances 
the subsidiaries whose stocks were acquired possessed 
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a surplus at the time of consolidation. The price that 
the holding company paid for the stock of the sub- 
sidiary implied the existence of such surplus. If, 
for example, the capitalization of a subsidiary com- 
pany amounted to $100,000 with an accumulated sur- 
plus of $30,000 the purchase price of a share of $100 
par value in such a company would probably be about 
$130 per share. If the stock were purchased by the 
holding company at this price, it would appear in its 
investment account at a value of $130,000. 

Let us assume that the subsidiary company in- 
creases its surplus account to $50,000 during the next 
year, and that the board of directors votes to dis- 
tribute the entire surplus asa cash dividend. The 
parent company is the sole stockholder and receives a 
check from the subsidiary company for $50,000. But 
not all of this amount is to be considered by the hold- 
ing company as income. Only that portion of the 
dividend which represents a distribution of surplus 
profits earned since the stock was acquired can be 
treated as earnings. The reason is that the distribu- 
tion of the entire surplus in the form of a dividend 
has reduced the value of the capital stock of the sub- 
sidiary to a book value of approximately $100 a share. 
Consequently, the value of the holding company’s in- 
vestment has been reduced to $100,000. Inasmuch as 
this investment is carried on the books of the holding 
company at $130,000, it is clear that the dividend of 
$50,000 that is received by the holding company must 
be divided into two parts, viz., $30,000 to be credited 


SURPLUS, RESERVES AND DIVIDENDS 239 


to its investment account—this will reduce that ac- 
count to $100,000; and $20,000 to be credited to its 
surplus account. 

10. Surplus from sale of fixed assets —Surplus re- 
_ sults from the sale of fixed assets when any portion of 
the fixed property is sold for an amount greater than 
the book value of that property. Sales of this char- 
acter may be broadly grouped in two classes: Sales 
of isolated units, and sales of magnitude, in which the 
property disposed of consists of an integral part of 
the operating equipment. 

Before a decision is made in regard to the disposi- 
tion of such profits it is necessary to inquire whether 
or not proper provision has been made for the de- 
preciation of the remaining units of equipment. The 
fact that a profit has been realized upon the sale of an 
isolated unit of the plant equipment is not an indica- 
tion that it is a true profit. The price paid by the 
new owner might represent elements other than 
true value. For example, an undertaking engaged 
in the manufacture of war munitions might have 
paid a high price for a plant particularly suited to 
its needs, in order to fill a contract which it would 
be unable to accept without securing such a plant. 
But if investigation shows that the proper provision 
for depreciation of the remaining units of equipment 
has been made, the profit can undoubtedly be credited 
to the surplus account. It is, however, more con- 
- servative to credit the amount of profit to the reserve 
for depreciation provided on the remaining units. 
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Sales of magnitude may be illustrated by the case 
of a company engaged in manufacturing office desks 
and chairs, which maintains a separate establishment . 
for the manufacture of each article. Let us suppose 
that the company decides to discontinue the manu- 
facture of desks and to concentrate its energies upon 
the manufacture of chairs. If the entire plant used 
in the manufacture of desks is disposed of at a profit, 
and if the accrued depreciation on the remaining 
equipment is adequate, the entire profit that is real- 
ized may be properly credited to the surplus account. 
Such profits do not, however, constitute an addition 
to the current income account of the company, and 
should therefore appear as surplus adjustments. 

11. Profits resulting from the sale of investments. 
—Business concerns from time to time acquire invest- 
ments in the securities of other companies. If such 
holdings are later sold at a profit it is proper to credit 
the surplus account. It is assumed that the company 
will have provided a reserve for decrease in the value 
of any other investment of this character that it may 
have. If this has not been done, it would be better 
to credit the profit realized on the sale of investments 
to a properly designated reserve account, since in this 
way the loss sustained on other investments may be 
offset. 

12. Profits resulting from revaluation of fixed 
assets.—It may be necessary or advisable for a board 
of directors to revalue the fixed assets. No matter 
how carefully a company may attempt to determine 
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in advance the proper allowances for depreciation, the 
estimates are often incorrect. If the property has 
been revalued by a competent appraiser, there is 
probably no objection to showing the increased value 
on the books. On the other hand, conservative ac- 
counting practice often suggests another disposition 
of the matter. At times it is preferable to allow the 
values to remain unchanged rather than to swell the 
surplus account by credits due to revaluation. As 
the depreciation charges for subsequent periods may 
be reduced, this method has all the advantages and 
none of the defects of the other. 

Evidently, if the appraisal should reveal the fact 
that the property has been overvalued, the surplus 
account should be charged with the amount of the 
overvaluation. It is also clear that the revaluation 
_ should be made in good faith, and not for the purpose 
of wiping out a deficit from operation. In some 
instances a corporation will acquire the physical prop- 
erty of a business undertaking by giving in payment 
an amount of capital stock in excess of the value at 
which the assets stood on the books of the vendor. 
The difference between the cost price to the purchaser 
and the book value of the assets may be debited to the 
goodwill account of the purchaser; or the board of 
directors may place upon the assets acquired new 
valuations that will absorb the excess price paid. 

The practice of concealing the value of the in- 
tangible property purchased has been strongly con- 
demned, and it is interesting to note that some 
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corporations have altered their accounts so as to 
disclose in their balance sheets the cost of the in- 
tangible property. 

13. Entries on revaluation necessary to adjust 
property accounts—If the depreciation of prior 
periods was credited directly to the asset account, the 
increase in value shown by the appraisal should be 
debited to the asset account; this would make it agree 
with the appraised value. The credit should be made 
to surplus account. If, however, the depreciation of 
prior periods was carried in a reserve account, the 
increase in the book value of the property should be 
effected by transferring as much of the excess as is 
necessary to offset the excess credit. 

14. Going value of fixed assets may be affected by 
economic conditions.—Ordinarily, the value of the 
fixed assets that a company uses in its operations is 
not affected by economic conditions. This prin- 
ciple applies even when the value of fixed assets has 
declined through depreciation, or when the cost of 
duplicating them is lower than their current book 
value. 

It is accepted as sound accounting practice, how- 
ever, to write down fixed-asset values, as well as 
intangibles, when such action is necessary as a means 
of reflecting permanent changes in price levels, 
extraordinary obsolescence, or non-utility or partial 
utility. The term “partial utility” is not intended to 
cover the case of a plant which normally could be 
fully operated, but which is being run at less than full 
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capacity. The term implies instead that type of mar- 
ginal plant which ordinarily is not in operation. This 
reduction in book value is a sound adjustment where 
write-downs represent decreases to values in line with 
normal business, by eliminating inflation in the prop- 
erty account. Economic conditions should not affect 
book values in any other way. 

15. Entries to record increase due to economic 
causes.—It is not considered good accounting or 
financial practice to swell the surplus account with 
profit resulting from economic causes. If it is de- 
sired to give expression to the fact that the fixed 
assets have increased in value because of economic 
changes, the amount of the increase should be cred- 
ited to an account “Reserve for Appreciation,” and 
not to the surplus account. Otherwise, stockholders 
would be misled into the belief that the dividends 
which they are receiving are a part of the earned sur- 
plus. It is true, however, that a corporation may 
legally reflect such increased valuation in its surplus 
account, and by disposing of an amount of capital 
stock for cash, equivalent to the increase in value, it 
may distribute the cash in the form of a dividend. 
But even in this procedure, fairness to the stock- 
holders requires that notice be given as to the source 
of the dividends. 

16. Surplus contributed at the time of incorpora- 
tion—Banking corporations and similar institutions 
very often sell their initial issue of capital stock at a 
premium in order that they may begin business with 
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a surplus. The amount of the premium will ordi- 
narily be credited to surplus account and the custom- 
ary profits from operation will be carried to an ~ 
undivided profits account. From time to time the 
balance standing to the credit of the surplus account 
may be further augmented by certain amounts trans- 
ferred from the undivided profits account. 

This does not hold true in case of industrial or 
transportation corporations. Railroads, for instance, 
under the jurisdiction of the Interstate Commerce 
Commission, are required to credit the premium real- 
ized in this manner to a permanent surplus account 
suitably designated. 

In the reorganization of industrial obipernuene 
the newly organized company may acquire the assets 
of the old company, in exchange for issues of stocks 
and bonds. The par value of these stocks or bonds 
may be considerably less than the fair value of the 
assets acquired. In this event, if the assets are 
placed on the ledger of the new company at their bulk 
value, a surplus will be created equal to the difference 
between the value of the assets acquired and the par - 
value of the securities. 

Surplus may also be created in the case of re- 
organization by reducing the par value of the out- 
standing stock by an amount more than sufficient to 
wipe out an impairment of capital. 

Where dishonesty or carelessness prevails the 
amount of surplus shown on the books may be far 
from the correct figure. For example, before accept- 
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ing the valuation placed upon surplus one should in- 
quire closely into the adequacy of the reserves. Do 
they measure the actual amount of depreciation and is 
there a general practice of setting aside additional 
depreciation? This question has been particularly 
important in the period following the high costs of 
the war period and the years immediately following. 
Here, again, the limitations imposed by the govern- 
ment as to the amount of depreciation which may be 
written off in the tax return must not be overlooked. 

17. Distribution of initial surplus—Surplus cre- 
ated in any of these ways should not be distributed 
in the form of ordinary dividends. Such action would 
either defeat the purpose for which it was created or 
would result in misleading stockholders who were not 
aware of the source of the dividends. It is always 
advisable, when a board of directors votes to pay 


ordinary dividends, using for such purpose any part 


of the surplus created in the manner described, that 
the stockholders be frankly informed of the fact. 
18. Secret reserves——T wo common methods of cre- 


_ ating secret reserves are: (a) providing for a greater 
reserve for depreciation on fixed property than con- 


ditions warrant; (b) making an exaggerated provi- 


sion for bad and doubtful accounts. 


Banking institutions frequently provide for such 
reserves by making an understatement of the value of 
their investments, particularly investments in realty 


_used for banking purposes. 


If items are charged to a revenue account that 
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should have been charged to a capital account, a secret 
reserve is created. Similarly, eliminating assets from 
the balance sheet will establish a secret reserve. 

An overstatement of a liability will, of course, re- 
duce the net worth shown in the balance sheet and 
correspondingly reduce the surplus, thereby creating 
a secret reserve. | 

19. Purpose of secret reserves——The creation of 
secret reserves is often practiced for the purpose of 
reducing the amount of the visible surplus, so as to 
withhold the profits of the business and, at the same 
time, prevent stockholders from demanding distribu- 
tion of the true surplus in the form of larger divi- 
dends. 

Ordinarily, secret reserves constitute a source of 
strength, as unusual losses that could not otherwise 
be taken care of may be charged against them. 

Another advantage of secret reserves is that they 
permit the maintenance of a uniform dividend rate 
over a period of years. For example, if depreciation 
on the fixed assets has accrued during prosperous 
years at a higher rate than is actually necessary for 
the welfare of the business, the company need not 
make any provision for depreciation when a lean year 
is encountered. Thus, in a year when earnings were 
low, there would be no necessity for providing for 
depreciation. The secret reserve could be drawn 
upon and all the earnings of the period would be 
available for dividends. The declaration of a uni- 
form dividend rate over a definite period of years 
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results generally in the establishment of uniform 
prices for the securities of the company in the open 
market. 

Such a depreciation policy, however, probably 
will not meet with the approval of the authorities 
in reference to income tax reports. Deduction is 
permitted for depreciation for any year only to the 
amount of the actual depreciation for that year. 

20. Other purposes of secret reserves Public 
service corporations sometimes create secret reserves 
for the purpose of reducing the surplus so as to avoid 
agitation on the part of the public for a reduction of 
rates. Certain states have now adopted a uniform 
system of accounts—a system that effectually pre- 
vents this practice. But the uniform system of ac- 
counts does not prevent utility corporations from 
making charges to revenue, contrary to the estab- 
lished regulations, unless the capital accounts are 
thoroughly audited by a commission. 

The principal objection to a secret reserve is the 
fact that it is just as incorrect from an accounting 
standpoint to undervalue assets as it is to overvalue 
them. Then, too, a secret reserve offers a temptation 
to managers to utilize this means of concealing losses 
due to speculation or mismanagement. Further- 
more, a secret reserve is sometimes the cause of injus- 
tice to stockholders, who may dispose of their stock 
for less than its actual value, because the board of 
directors has never informed them of the presence of 
the secret reserve. Finally, there is the objection 
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that it is impossible to prepare true comparisons of 
valuation or of earnings from the reports of a com- 
pany that has a secret reserve. 

21. Propriety vs. impropriety of secret reserves.— 
While the propriety of creating a secret reserve is to 
be questioned for the reasons that have been men- 
tioned, many conservative companies provide for it 
and many business men countenance the practice, 
provided it is kept within reasonable limits. In the 
last analysis it would seem that, if the purpose of the 
secret reserve is good and the directors of the com- 
pany are honest, no great harm can result. 

22. Disposition of the surplus——As the reader 
already knows, the surplus of a company may be dis- 
tributed in the form of dividends and it may be re- 
invested in the property. Surplus in the form of 
dividends may be distributed as capital stock, as cash, 
or as other assets. 

An example of the distribution of surplus in the 
form of assets occurred during the World War in 
the case of a well-known powder manufacturing com- 
pany which distributed dividends in the form of 
Anglo-French bonds. | 

Reinvestment of surplus in the property may be 
made in the form of specific investment or general in- 
vestment. If the surplus is invested either in special 
funds or in fixed property, it is usually so earmarked. 
If the surplus has not been invested in funds or in 


fixed property, it is generally represented in all of 
the assets. 
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There are occasions when construction work, ma- 
chinery, equipment and inventories acquired during 
a period of high prices must compete with products 
bought on a lower cost basis. Inventories must be 
adjusted to market values by a reserve equivalent to 
eost fluctuation. Fixed assets, also, should be ad- 
justed to meet competition from plants built or pur- 
chased in low-price periods. For this purpose, 
surplus is often reduced through writing down fixed 
assets to provide a more competitive basis. Deprecia- 
tion is an important part of cost of operation and a 
revision of fixed-asset values permits an enterprise to 
reduce its annual depreciation charges in line with 
current earning power and property values. 

23. Surplus does not necessarily mean cash_—Cur- 
rent profits are usually, although not always, repre- 
sented by cash or other liquid assets. The fact that 
a company has a surplus is not always an indication 
that it is able to pay its debts. If the quick assets 
are not sufficient to enable the company to meet its 
maturing obligations, it may be forced into the hands 
of a receiver, even though it has a surplus. It is 
therefore important to bear in mind that the needs 
of a corporation, as regards the liquid assets, largely 
govern both the management and the distribution of 
surplus. 

24. Illustration of statements.—The following is 
an illustration of a balance sheet and income and 
profit and loss statement of a manufacturing estab- 
lishment. 
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THE CONWAY MANUFACTURING COMPANY 
GENERAL BALANCE SHEET, DECEMBER 31, 19—. 


ASSETS 

Capital assets: 
IGANG i, cudt arke, Kat eleas coe els eee $100,000.00 
Buildings’): .../. sad Roe, cele eee eee ees 150,000.00 
Machinery and equipment.............. 74,360.00 
Stocks and bonds of controlled Companies: 200, 000. 00 
Furniture and: fixburesae ese oss eet ate 20,000.00 
Goodwill eee. oak See ne ess eee 150, 000.00 

Total, capital assetss 20.4. + a cose 

Current assets: 
Cash on: hand and in bank... .....%.....% $ 43,960.00 
Nccounts Tecelvable.....2. 0. ato. es tec 109,870.00 
‘Notes necelvablec., Bian Datae aes .. 18,000.00 
Materials and supplies inventory......... 66,838.20 
Finished goods inventory............... 172,727.50 

Totalcurrent assetsi). 1.8. 2 aL: 

SSIPTKATA CEL UIT) Le ho oad eeucmeeatnctie dee Wisin eee 

Deferred charges to expense: 
iIbTepRIG INSUTANGe. A. vie ahs eee Ge Oe $ 7,500.00 
Advertising paid in advance............. 2,175.00 
Rent pain advance. 25.....:5--.8. oe 100.00 
Organization expense................... 12,000.00 


Total deferred charges............ 


oy oF Bie oe oleh wb whe Rg a UTR Tee) ae Bre: erm e oe: vi © 


Total assets 


LIABILITIES AND CAPITAL 


Capital liabilities: 
First mortgage bonds authorized......... $400,000.00 


Less—unissued...................005 200,000.00 

Issued and outstanding................. 
Current liabilities: 

Accounts payablewae: eaoee enn $ 5,896.00 
Notes spayabler yes seis ach Sees. 10,000.00 
Dividends payable..................... 40,000.00 
Interest accrued and due................ 10,000.00 
Interest accrued not due................ 2,000.00 
Royalties accrued...................--. 7,960.00 
LAXCS ACCTUEKK. 25 a Meet ce ce me ee 3,500.00 
Wiages‘accrued ar Asico eae eee 1,500.00 


Die Cee ecer ictr) 


$ 694,360.00 


411,395.70 
15,000.00 


21,775.00 


$1,142,530.70 


$ 200,000.00 


80,856.00 
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Reserves: 
For depreciation—machinery and equip- 
EMER ORM SOe Skee TEN 8 o.b'w ol oS weet $ 22,690.00 
For depreciation—buildings............. 48,000.00 
For depreciation—goodwill.............. 16,290.00 
Sinking fund reserve............:....... 15,000.00 
NsUTrance TEsELVG. 2) Oe os. ott. Leergots 8,000.00 
Horidoubtiul accounts. ...<.4..<...<..<20 12,570.00 
Rotalureserves as 2...2ciec.e cee ee 122,550.00 
Capital stock: 
Preferred: 
Authorized issue—6,000 shares—par 
Waller LOOTEACH <i. coc eos cee $600,000.00 
MES TUNISSEO aisles. s oi scie score os Sli tt 100,000.00 
Issued and outstanding................. $500,000.00 
Common: 


Authorized, issued and outstanding— 
2,000 shares, par value $100 each. ... 200,000.00 


Total capital stock, issued and out- 


StAn Gps bee es 700,000.00 
Surplus—December 31, 19—........ 39,124.70 
Total liabilities and capital................ $1,142,530.70 


THE CONWAY MANUFACTURING COMPANY 
STATEMENT OF INCOME AND PROFIT AND LOSS 
FOR THE YEAR ENDED DECEMBER 31, 19—. 


COROES, GIRISS), 2 al ile gh hla Cai Rael ea ee ae ie en eee $720,290.00 

NESTE LUMENS IN SEE oF oy Sinise Gide ha 0's, 2 14,063.00 
FEAT eo Ein ctee | OS Ne TRIN TS Ae coc oy rey oer susp seven ato nahn there haere $706,227.00 
Deduction from sales: 

Marte GinCOUNtS. weet. | fos. sc sch ele bee $ 60,386.00 
Allowances: 

Defective goods.............$ 7,892.00 

ISRO ROC Mt toys poser sie sees ys 8,920.00 

TROWA TCS Wit cus tascaclcée pncere sas 44,825.00 

Outward freight and cartage . 7,890.00 69,527.00 

Total deductions from sales....... 129,913.00 

Amount realized on sales................-. $576,314.00 
Cost of goods sold: Schedule No. 1........ 420,300.00 
Gross profit on sales..............0++eee05 $156,014.00 


Selling expense: 
Salaries—sales manager and clerks....... $ 8,000.00 
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Salesmen: 
Salaries. ics gh «cose 2h chet eee 11,500.00 
‘Traveling expenses 25.0 \) 5 occ8 esse eee 3,300.00 
Commissions <0 oe. « ho ou se coe ee 4,000.00 
AGVertising 8s eh Re Siicce em ie 4,580.00 
Entertaining customers............ ee. 1,200.00 


Total selling expenses............. 


Sellin eyorofith.. sre s he ee te ee ee 
Administrative expenses: ’ 


Salariesof officers. — 5.50. soe eee $25,000.00 
Salaries of general office clerks........... 12,009.00 
WDirectors: Tees x5 cera ee ee ee 1,000.00 
Printing and stavlonery... - seine ele 4,500.00 
IOSLA ZC Ae oie cpa. c coh creat neon 3,060.00 
Telephone and telegraph................ 2,700.00 
Traveling—officers and clerks........... 1,500.00 
daegaltexpensesin awe. 8 eee © nae eee 4,006.00 


Total administrative expenses..... 


Net profit on sales—income from operations. 
Other income: 


Interest on bonds owned................ $ 5,000.00 
Dividends on stocks owned.............. 6,000.00 
Cash discount on purchases............. 300.00 
Interest on bank balances............... 265.00 
Interest on notes receivable............. 480.00 
Rents kc memvyeh er omiras vanes ii tid. al aoe 1,000.00 


Total other income 


POtaltiveomes.. t.0.hiit to ee oe ee 
Deductions from income: 


Interest-on| bonds: fu.6. «ose eee $10,000.00 
Interest on notes payable............... 3,000.00 
Cash discount on sales.................. 1,750.00 
Rents Se seid recs erie ACE 20 eee 300.00 
Insurance expense...................... 12,000.00 

BREN Me cutee ettes sree eeec ew ice ae Se 15,750.00 
Royalties: fami ee bhi oe ee 16,525.00 


Total deductions from income 


Net income profit and loss. 
Profit and loss credits: 
Profit on sale of securities............... $20,000.00 


meeted |. an eae Gale eee: eee 14,000.00 


Gro noun 


S850 GL.e 908 #8 09, W896 6) Om @ tle ¥) 6 


32,580.00 . 


$123,434.00 


53,766.00 


$ 69,668.00 


13,045.00 


$ 82,713.00 


59,325.00 


$ 23,388.00 


34,000.00 


$ 57,388.00 
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Profit and loss charges: 


Provision for doubtful accounts.......... $ 5,000.00 
Provision for depreciation of buildings.... 10,000.00 
Provision for depreciation of goodwill..... 3,000.00 
Organization expense—written off........ 2,000.00 
Total profit and loss charges...... 20,000.00 
Profit and loss—surplus for year........... $ 37,388.00 
Profit and loss—surplus at beginning of year. 49,736.70 
Gross surplus at December 31, 19—........ $ 87,124.70 
Appropriations of surplus: 
insurance’ reserve=- ct... ele csc es $ 3,000.00 
Inking Lund TeESCLVEs s.4 ho. ee se He 5,000.00 
Divadends, declared 2.2.25 -c lees ere caret 40,000.00 
Total appropriations............. 48,000.00 
Corporate surplus at December 31, 19—.... - $ 39,124.70 


SCHEDULE NO. 1 SHOWING COST OF GOODS SOLD DURING 
THE YEAR ENDED DECEMBER 31, 19—. 


Cost of goods sold: 
Manufacturing cost: 
Prime cost: 


Material and supplies consumed................. $265,506.92 
Ea bOr—irect nee eens rl eo bids Suan Bs 90,769.03 
MOtatenrine | COSUAL San. soc telece estat «caret ns $356,275.95 
Manufacturing overhead: 
ILD) aviyp==Ahe vole hs Ges eee ee en oe ere tee ge $ 29,207.04 
TO WCET eee oe hee a SALTS > mia cacwn aren onaleseie eters 9,294.26 
Bactory supplies’... 2.2.15: oie ode. me eee 8,987.25 
Depreciation—machinery and equipment............. 2,713.29 
Salaries—factory manager and clerks................. 22,038.90 
actorysOMice EXPENSE 225... cee. series conte bo ae clepetle 1,200.38 
Hiaeborveceneral CR Penseny an nis celia. ofele a ciale miersige ol ane 2,344.97 
Total manufacturing overhead................. $ 70,786.09 
Total manufacturing cost..... PPT eR Ne $427,062.04 
Finished goods—deduct increase in inventory............ 6,762.04 


Total cost of goods sold........-.s40ae5 Lae PEEING. Step $420,300.00 
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REVIEW 


Define surplus and distinguish between the several kinds of 
surplus. 

In what different ways can surplus arise? 

How do intercompany profits on inventory affect the calcula- 
tion of surplus? 

When is it proper to create-surplus by revaluation of fixed 
assets? What attention should be given to changes in economic 
conditions in valuing assets? 

Under what circumstances is surplus contributed directly by 
investors and what is the object in so doing? 

How are secret reserves established and what purposes do 
they serve? 


CHAPTER XVI 
HOLDING COMPANIES 


1. Development of consolidated accownts——There 
are many forms of business organization, each of 
which has features peculiar to itself. The account- 
ing system and the form of financial statements 
adopted by the various types of business organiza- 
tions should provide a clear record undisturbed by 
any unusual features of organization. The general 
principles of accounting practice are fixed and re- 
main constant under all conditions. The proper 
method of applying these principles, however, will 
vary with the individual conditions of each under- 
taking and the type of development which it portrays. 
Therefore, a discussion of consolidated accounts must 
be prefaced with a clear understanding of the nature 
of these modern forms of organization, the results 
of whose operations can best be disclosed through 
the use of consolidated statements. 

2. Distinction between parent and holding com- 
panies.—Conspicuous among the manifold relations 
which corporations may bear to one another is the 
device of the holding company, sometimes called 
the “parent company.” There is a financial, though 


not a legal, distinction between a parent and a pure 
255 
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holding company, however, that is not always under- 
stood. The parent concern is one that organizes its 
own subsidiary companies. It may or may not be an — 
operating organization. It, however, creates its own 
_subsidiary companies and controls them through 
the ownership of at least-a_ majority of the stock. 
The balance of the stock is sold to outsiders to secure 
either working capital or local stockholders. To 
illustrate, a corporation holding a valuable patent 
may organize subsidiary corporations in different 
states to which would be issued licenses to manufac- 
ture and sell the patented articles in the local terri- 
tory. The parent company would retain at least the 
majority of stock ownership in each subsidiary, in ex- 
change for the territorial rights to use the patent. 
During the process of organizing the various subsid- 
lary companies, the parent company itself may be 
engaged in doing business in all territories not leased. 
When all territories are leased, the parent company 
will probably cease to be an operating company and 
will then become a holding company of the pure 
type. The distinctive characteristic of a parent com- 
pany is that it organizes its own subsidiary companies. 

As a rule, the holding company is not an operat- 
ing company, although in some cases it may be. Its 
principal assets are the stocks and bonds of corpora- 
tions which it controls through the ownership of at 
least a majority of the stocks of the underlying com- 
panies. In some cases, the holding company may not 
even possess office equipment; its principal office 
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may even be located in the office of one of its subsid- 
lary companies. Thus the distinctive characteristic 
in the holding company form of organization is that 
the holding company acquires the ownership through 
stock control of corporations already in existence and 
is organized primarily for the purpose of acquiring 
such stocks and thereby establishing a community of 
interest. | 

However, in the discussion which follows, the term 
“holding company” will be used in a general sense to 
include any type of combination involving stock con- 
trol which one corporation exercises over other cor- 
porations. The principles of accounting involved 
are the same whether the organization is of the hold- 
ing or parent company type. 

3. Ownership of stock, not of assets—First, let 
us consider the legal phases involved in this type of 
financial organization. The first point to be noted is 
that, under the law, the ownership of stock in a cor- 
poration does not mean ownership of the corpora- 
tion’s assets. Thus, if Corporation A owned all of 
the stock of Corporation B, the former would not be 
the legal owner of Corporation B’s physical prop- 
erty. The title to the physical property of Corpora- 
tion B rests in the artificial person, Corporation B, 
and it can be deprived of its property rights only by 
due process of law. 

Corporation A, therefore, is in the same position 
as any stockholder of a corporation. The right of 
the stockholder in the assets of a corporation is only 
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one of equity. The ordinary form of common capital 
stock is not redeemable and the stockholders, while 
having the right to transfer their holdings, cannot 
reéxchange their stock for the assets which they sur- 
rendered to the company in their original purchase 
of the stock. 

Moreover, it is a well-settled point of law that the 
income or profits of a corporation cannot be secured 
by a stockholder unless by the formal action of the 
board of directors through a distribution in the form 
of a dividend. Therefore, it is clear that, while a 
stockholder has an equitable right to the surplus 
assets of the corporation whose stock he holds, a sort 
of tenancy in the surplus as it were, he has not an 
enforceable legal right to any portion of the surplus 
until the board of directors has formally voted to dis- 
tribute the surplus, by the declaration of dividends, or 
until the corporation has taken the necessary legal 
steps to dissolve. 

4. Balance sheet should disclose financial condi- 
tions.—F rom a technical accounting standpoint, the 
balance sheet of ‘a business purports to show the as- 
sets which the business owns and the liabilities which 
it owes. In the case of a holding company, its prin- 
cipal assets would be the stocks and bonds of its sub- 
sidiaries; its liabilities would probably consist of 
notes payable and collateral trust bonds or notes 
which have, as their security, a pledge of the stocks 
and bonds of the subsidiaries. Considering the legal 
status of the holding company as a separate organ- 
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ization, there is undoubtedly no objection to present- 
ing the accounts on the ledger of the holding company 
as the balance sheet of that individual company. 

5. Income of a holding company and its charac- 
ter.—The principal income which a holding company 
receives consists of dividends declared on the stock 
of subsidiary companies and the interest on the bonds, 
if any, of the subsidiary companies which the holding 
company may have in its treasury. If a board of 
directors of a subsidiary company does not see fit, 
for one reason or another, to distribute dividends, 
it is evident that the holding company will not be 
able to show any income or increase in its net worth 
from this source. ‘The interest on the bonds, of 
course, would be paid by the subsidiary companies. 
Thus a situation might arise in which the income ac- 
count of the holding company would show no income 
received from dividends although the subsidiary com- 
panies might have earned profits and might have in- 
creased their surplus accounts during the period 
under review. 

6. Increases in value due to economic conditions 
should not be booked in the accounts.—It may be 
argued that it would be proper for the holding com- 
pany to increase the book values of the stocks of the 
subsidiaries on its own books by adding to the value 
thereof the increase in the surplus of the subsidiary 
companies and crediting that amount to an appropri- 
ate income account. The objection to this procedure 
lies in the fact that, in a legal sense at least, the hold- 
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ing company has no right to consider as earned 
profits the increase in the value of the investment. In 
other words, it would be decidedly improper for the 
holding company to credit this increase to its surplus 
account and make the same available for the payment 
of dividends. If-the holding company should follow 
this procedure and distribute dividends out of a sur- 
plus created in this manner, and if afterwards it hap- 
pened that severe losses sustained by the subsidiary 
companies should completely wipe out their surplus 
accounts, any dividends paid to the stockholders of 
the holding company would virtually be dividends 
paid out of the capital and the board of directors of 
the holding company would probably be liable there- 
for. 

Hence it follows that, according to our conception 
of income, earnings not yet paid out in the form of 
dividends have no legal existence as income of the 
stockholder. 

The law does not prohibit a stockholder from earry- 
ing, as income, dividends which his company may have 
declared out of.capital. True, he may be called up- 
on to return them if such dividends result in defraud- 
ing the creditors, but, if they merely involve impair- 
ment of capital, the dividends can apparently be 
treated as income by the stockholder. In this connec- 
tion, it should be noticed that it makes no difference 
whether the stockholder owns only one share or 97 
per cent or more of the stock of a company. 

7. Accounting and the law.—Frequently an ac- 
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countant is compelled by law to do things which he 
knows are incorrect from a scientific accounting view- 
point. In common with his fellow men, however, he 
submits to the law. On the other hand, where he is 
not absolutely limited by the law, he adopts those 
methods which he knows are correct according to the 
principles of his science even though they are not re- 
quired by law. The law, after all, is nothing more 
than the crystallization of human experience in the 
form of written enactments. When a custom or a 
practice becomes sufficiently well established among 
men, it is recognized and sanctioned by an enactment. 
Therefore, while by law the accountant is limited to 
certain well-defined forms of procedure, yet happily 
the science of accounting is not hedged in by such 
narrow bounds. It is ready to forsake the old for 
the new when anything is to be gained in economy, 
clearness and convenience by so doing. 

8. Accounting practice and the laws at variance.— 
The accountant has always distinguished between 
revenue and cash, between expense and disburse- 
ments. The law, even to this day, does not always 
recognize that distinction. The accountant has long 
since recognized the necessity of providing for depre- 
ciation before determining the net profit of a business 
organization, yet in the past there have been numerous 
court decisions in which a provision for depreciation 
before the ascertainment of net profits has been dis- 
allowed. 

The process of educating legislators, courts, and a 
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large number of business men in accounting methods 
has been a slow and laborious one for the accountant, 
but happily, the results of his labor are now begin- 
ning to bear fruit. Many of the principles which 
have been rejected heretofore by legislators and 
judges have been embodied in the law through the 
regulations of public service commissions. If, there- 
fore, the accountant proceeds along the lines of cor- 
rect principles and uses scientific methods in the 
attainment of his desired ends, the fact that current 
legal doctrine or opinion does not support him is of 
small importance. He therefore justifies himself in 
preparing, for organizations of the holding company 
type, financial statements which have no basis or 
standing under our present legal doctrine. 

9. Pertinent facts should be reflected in financial 
statements.—As a matter of fact, the form of income 
statements and balance sheets prepared for such or- 
ganizations finds no justification in a strict interpre- 
tation of the theory of accounts. The balance sheet 
and the income account of an undertaking should re- 
flect the accounts which appear on the ledger for that 
undertaking. The accountant, however, brushes aside 
the narrow technicalities of his own science in pre- 
paring an income statement and a balance sheet for 
holding companies which will disclose the practical 
nature of the relationship that exists between the 
companies. He clearly recognizes that, in preparing 
financial statements for any organization, he should 
present all of the pertinent facts about its financial 
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status and the results of its operations. If he finds 
that a statement of the assets and liabilities or the 
income account of a holding company, as shown by 
its books, does not truly state the facts which are of 
interest and importance to the stockholders and cred- 
itors, he must present the information in such a form 
as will properly disclose the facts. The accountant 
clearly recognizes that, from the point of view of the 
stockholders of the holding company, the legal net- 
work of subsidiary organizations is pure fiction. The 
stockholders of the holding company are not in the 
least affected by the relation existing between the 
holding company and its subsidiaries, or between 
the subsidiary companies themselves. The relations 
which the entire group considered as one unit has to 
outsiders, creditors and bondholders, alone are mat- 
_ ters of vital importance. 

10. Form of balance sheet.and income account for 
holding companies.—Realizing that the ordinary bal- 
ance sheet and income account of a holding company 
do not sufficiently show the relation of the group of 
companies to outsiders, the accountant prepares 
statements which do convey this information. 'These 
statements take the form of consolidated balance 
sheets and consolidated income accounts; the former 
set forth the combined assets and liabilities of all the 
companies, eliminating, however, all intercompany 
transactions and showing only the liabilities and the 
_ capital stock outstanding, due to or held by the public. 
_ In like manner, in the consolidated income account, 
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intercompany purchases and sales are eliminated, 
and only those purchases and sales made by the group 
of companies from or to outsiders are included. 
Many difficulties are encountered in the preparation 
of such statements, the more important of which will 
now be considered. 

11. Financial results presented by means of con- 
solidated statements.—It is evident that while no ex- 
isting law would compel a holding company to have 
its financial statement made up in the manner univer- 
sally agreed upon by accountants, and while it is also 
plain that there is no justification either in Jaw or in 
accounting theory for the preparation of such state- 
ments, yet a practical application of the fundamental 
principles of the science of accounts requires that the 
financial results be stated through the means of con- 
solidated.statements. These results should be stated 
in such a manner as to show the income of the aggre- 
gation, eliminating intercompany transactions, and 
to show also the financial position of the aggregation 
in so far as it is affected by the rights of the bond- 
holders, trade creditors, and minority stockholders. 

12. Consolidation of statements—In passing, it 
might not be amiss to point out that consolidation of 
statements and consolidated statements are not the 
same thing. A consolidation of statements results 
when a combination of several existing companies is 
contemplated. The promoter of this combination 
wishes to know how the consolidation will work out 
and what will be the probable condition of the new 
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combination. A consolidation of statements is sim- 
ply the totaling of all of the items on each individual 
balance sheet into one combined statement, showing 
the combined condition of the companies if they were 
to be consolidated. In short, it is a mere mathemati- 
cal operation. 

Consolidated statements, on the other hand, are 
prepared periodically, after the combination has been 
formed, to show the progress which has been made by 
the group as a whole. It will be evident, then, upon 
reflection, that the ordinary balance sheet or income 
statement of a holding company itself will not show 
a true statement of fundamental condition. This 
is not sufficient information for those interested in the 
holding company. Many changes, good and bad, 
may have taken place in the group which will not be 
reflected in the holding company’s statement pre- 
pared directly from its ledger accounts. 

13. Factors not disclosed except through the me- 
dium of consolidated statements.—There are many 
possible factors which might be entirely overlooked 
in examining the financial statements of the holding 
companies prepared directly from the ledger. A due 
consideration of some of these will give evidence of 
the incompleteness of such statements. In this con- 
nection, it may also be mentioned that there will be 
much data regarding the condition of the subsidiary 
corporations themselves which will not be disclosed by 
their own individual statements. Moreover, certain 
other factors will not be clearly in evidence even if 
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one examines all of the statements of the underlying © 
company at one time, that is, if the financial state- 
ments of the holding company and its subsidiaries are 
available for comparative examination. ‘The multi- 
plicity of items and the difficulty of following 
intercompany transactions throughout their course 
render such an effort of little value. 

14. Diversion of profitable business—Some of the 
manipulations which might be practiced by dishonest 
management may now be mentioned. The executives 
of the holding company may turn over ail the remu- ~ 
nerative business to one subsidiary firm and all the 
non-paying business to another. This method might 
be adopted by the directors of the holding company 
if there were a large minority interest in the company 
to which the non-paying business was given, for the 
purpose of discouraging the minority stockholders 
and thus inducing them to sell out to the holding com- 
pany. Or, on the other hand, the holding company 
itself, if an operating company, might be loaded with 
the non-paying business only. If the directors owned 
considerable stock in a subsidiary corporation and 
but a small interest in the holding company, they 
would be able to draw out large dividends from the 
subsidiary company and stand but a small part of the 
losses of the holding company. Again, as more fre- 
quently happens, the management might turn over 
all the unprofitable business to a subsidiary which 
would show a loss in operations, while the holding 
company, handling all the paying business, would be 
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able to show large profits. This would result in an- 
other sort of misstatement. The holding company’s 
accounts would indicate that a profitable business 
was being done, the investors would not know of the 
unsatisfactory condition of the subsidiary company 
or the decreased value of the holding company’s in- 
vestment in the subsidiary company. 

15. Dividends out of capital may remain undis- 
closed.—Dividends received from a subsidiary com- 
pany would be carried as income on the books of the 
holding company. It might happen, however, that 
such dividends were declared by the subsidiary com- 
pany out of capital. The accounts of the holding 
company might give no evidence of this fact, which 
would be difficult to discover even if the separately 
stated accounts of the subsidiary company were avail- 
able. On the other hand, dividends might be 
withheld from the stockholders of the subsidiary com- 
panies through the majority control by the holding 
company, even though the subsidiary could well 
afford to pay them. Since the amount of such divi- 
dends to the extent of its holdings would be with- 
held from the holding company, the failure to 
declare the dividends would result in depressing the 
price of the holding company’s stock through re- 
duced earnings and would enable the directors or 
stockholders who were aware of the facts to acquire 
the holding company’s stock at a comparatively low 
price. 

16. Advances to subsidiaries —Advances are often 
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made by the holding company to a subsidiary com- 
pany and the subsidiary may in turn control other 
organizations to which it advances money. ‘These 
advances may be carried upon the books of the ledger 
as accounts receivable, current advances, or notes re- 
ceivable if the advances are represented by notes. 
The debtor corporation, on the other hand, may have 
invested these funds in fixed assets, or it may be the 
intention of the debtor to liquidate the advance 
through an additional issue of its capital stock or 
bonded debt. It is evident that such advances are in 
no sense current assets. Or, what may be even still 
more unfavorable, the advance may have been made 
to the debtor corporation for the purpose of offset- 
ting operating losses. To anyone examining the 
balance sheet of the creditor company, it would ap- 
pear that the creditor company had a much larger 
fund of current receivables than was actually the 
case. Furthermore, in no event is it likely that one 
affiliated company, having claims against one of its 
associate companies, would press for payment, and 
so advances to associated companies are seldom if 
ever rightly treated as true current assets. 

Of course, if certified balance sheets of the sub- 
sidiary companies as well as the holding company 
were prepared and submitted to the stockholders, a 
great many of the evils which have been mentioned 
above could not remain undisclosed. There is, how- 
ever, no requirement which would compel the board 
of directors of a holding company to supply such in- 
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formation to the stockholders, nor could they be com- 
pelled even to have the balance sheet of the holding 
company submitted to independent audit. The fail- 
ure of a holding company to prepare a certified bal- 
ance sheet to be sent to its stockholders may or may 
not be the proper subject of unfavorable comment. 
At least, however, where the holding company pre- 
sents as its balance sheet a statement which is not a 
consolidated balance sheet, it is fair to assume that 
a properly prepared consolidated statement would 
not reflect credit upon the holding company. 

17. Failure to provide for operating losses of sub- 
sidiaries not apparent.—Still another form of mis- 
statement that might be indulged in would consist of 
having the holding company receive as dividends, or 
even largely overstate, the profits of the whole group 
by declaring dividends from those subsidiary com- 
panies which had made profits, while failing to charge 
the income account with proper provision for losses 
which may: have been sustained by the other com- 
panies of the group. All of these factors contribute 
chiefly to the changes in the market prices of the 
capital stock of the holding company. By present- 
ing information which is not in accordance with cor- 
rect accounting principles, the management would 
be enabled to mislead the public and bring about fluc- 
tuations in the price of the holding company’s stock 
though probably not actually violating the law. The 
holding company would not, under the law, be re- 
quired to charge its income account with losses on its 
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investment in the stocks of subsidiary companies be- 
fore the declaration of dividends. Thus the weakness 
of one or more subsidiaries might be permanently 
concealed from the stockholders or, at least, concealed 
for a long period of time. 

Some of the problems that must be encountered in 
preparing consolidated statements will be discussed 
in the next two chapters. It will be clear to the 
reader at this point that in no other way can the ac- 
countant discharge his full duty to those who are 
interested in the financial statements of holding 
companies than by the preparation of consolidated 
statements. 


REVIEW 


Explain the distinction between a parent company and a hold- 
ing company. Of what does the income of such companies con- 
sist? 

Is it proper for a holding company to book in its accounts 
increases in the surplus accounts of subsidiaries? 

Explain some of the dishonest practices that might be in- 
dulged in by the directors of a holding company to the detri- 
ment of one or more of the subsidiaries. 

Outline the theory back of the preparation of consolidated 
statements. ° 


CHAPTER XVII 


CONSOLIDATED BALANCE SHEETS 


1. Possible legal basis of consolidated statements. 
—There is no legal basis for the preparation of con- 
solidated statements, unless it is the theory of a true 
valuation of assets and a true statement of operations. 
Changes in the condition of the assets and liabilities 
of the holding company are due, in part at least, to 
the results of operations of subsidiaries. The increase 
in the surplus accounts of subsidiaries, unreduced 
by dividends, enhances the value of the stock which, 
the holding company owns. 

While it is not a desirable or conservative practice 
to write up assets, simply because they have appre- 
ciated in value, yet it is a common practice to make 
the financial statements reflect all changes that have 
resulted directly from trading operations. On the 
theory, therefore, that the financial statements of a 
holding company should show such increases in the 
value of its investments, we may eventually require 
by law consolidated statements, which will reveal the 
exact condition of affairs of the group as a whole. 
Appreciation in value, other than that resulting from 
trading or manufacturing operations would, of 


course, be omitted. 
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2. Justification for consolidated statements ——The 
reader will realize at the outset that the degree of 
control which the holding company exercises over 
the subsidiary will depend to a certain extent upon 
whether only a bare majority of the stock of the sub- 
sidiary or the entire amount of the stock of the sub- 
sidiary is owned. It may be asked, then, whether or 
not consolidated statements should be prepared under 
all conditions and degrees of ownership. The general 
opinion is that where the holding company exer- 
cises such ownership and supervision over the opera- 
tions of the subsidiaries as to amount to virtual 
control, whether or not such virtual control is evi- 
denced by stock ownership, consolidated statements 
are advantageous. 

3. Investments in uncontrolled .subsidiaries—On 
the other hand, if the interest held by a holding com- 
pany represents a mere investment, and if the hold- 
ing company does not exercise virtual control over 
the operations of the subsidiary, the accounts of such 
a company should not be included in preparing a 
consolidated balance sheet. Of course, in the latter 
event, the cost of the stock would appear in the bal- 
ance sheet of the holding company as an investment in 
the same manner as an investment in securities of 
outside or non-controlled interests would appear. 

On the books of the holding company itself, the 
investment in the stocks of uncontrolled subsidiaries 
will originally appear at their actual cost to the pur- 
chasing company. The investing corporation, how- 
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ever, has an undivided interest in the assets of the 
subsidiary companies to the extent of its holdings 
of stock and these should be stated in such a way as 
to show the true value of the investment. In other 
words, it is desirable that the investment should 
appear at the cost value to the purchasing company. 
There are several ways of stating such investments in 
the balance sheet of a holding company which it will 
be well to consider briefly before considering the 
problems involved in a consolidation of the assets and 
liabilities of the underlying company with those of 
the holding company. 

4. Investments stated at original cost.—In the first 
place the plan of stating the investments at cost sug- 
gests itself. In other words, these assets may be al- 
ways carried on the books of the holding company at 
their cost value. Sometimes where the value has 
lessened, a depreciation allowance is made. 

It will be realized that this procedure is highly con- 
servative. Though this is the case, it is doubtful if it 
is a practical method of accomplishing the ultimate 
object—a true presentation of the facts. Cost and 
value do not remain identical for any length of time. 
A corporation seldom remains stationary; it either 
gains or loses and therefore the value of the shares 
of ownership held by the investing company changes, 
unless, of course, all earnings are immediately dis- 
bursed in the form of dividends. 

It will be readily seen that, since the holding com- 
pany’s balance sheet shows the initial investment of 
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capital and that since its surplus does not reflect, 
ordinarily, the subsidiary’s undistributed earnings, an 
understatement of the true earnings of the holding 
company results from a failure to record the appre- 
ciation in actual value of the subsidiary’s stock. 

5. Periodic revaluation of investments.——The ob- 
jection to the above procedure leads to the considera- 
tion of the plan of revaluing all investments from 
time to time. Theoretically this is a satisfactory solu- 
tion of the problem. Practically, however, it falls 
short of the mark for the simple reason that it is sel- 
dom that revaluation can be made with accuracy. 
The only bases for arriving at the desired figures are 
a physical inventory and the market value of the 
stock. Inventories, besides often being impossible to 
get, are, at best, simply the opinion of men who are 
supposed to know. The fact is that often these men 
are not qualified to venture an opinion. The market 
price is the composite result of many outside influ- 
ences, and therefore cannot be relied upon as a true 
index of value. Furthermore, no current market 
price will be available for many stocks. 

6. The equity in surplus—In some instances it 
has been the practice to carry the increases in sur- 
plus of subsidiaries directly to the surplus account 
of the holding company and increase the value 
of the investments on the books by corresponding 
amounts. 

If the holding company positively knows that it 
will receive this increased surplus on its own books 
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this procedure is proper. In such cases the investing 
company should credit all dividends received from 
the subsidiaries to the investment account so as to off- 
set the proportionate part of the increase in value 
made at the time the increase in the surplus accounts 
of the subsidiaries was booked. 

On the other hand, one cannot often tell with cer- 
tainty whether or not the proportionate share in the 
surplus increase of subsidiaries will ever be realized. 
Great danger lies in the uncertainty for, as already 
mentioned, if the holding company should declare 
dividends based upon its expected participation in 
the increase of a subsidiary’s surplus, the directors of - 
the holding company would be guilty of distributing 
dividends out of capital if anything should occur that 
would wipe out or greatly decrease the surplus ac- 
count of the subsidiary. 

Again, suppose that the holding company origi- 
nally paid considerably more for the stock of an 
acquired company than its book value and that securi- 
ties of the holding company have been issued in ex- 
change. The question would arise as to the propriety 
of the directors’ action in revaluing the acquired 
stock by adding to the cost, by means of an equity 
account, the proportionate share of the undistributed 
earnings of the subsidiary accumulated subsequent to 
that date of acquirement. It can be said that, while 
probably the original valuation at the time it was 
placed on the books of the holding company would 
never be questioned, yet the creation of surplus be- 
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yond this padded value and the subsequent distribu- 
tion of a dividend might be difficult of justifica- 
tion. 

The increases in value of investments may be re- 
flected on the books by the creation of a special or 
restricted surplus account,or in a proper reserve 
account, with, of course, a corresponding increase in 
the investment account. In such an event, the 
amount of dividends received should be written out of 
the investment account, as well as a transfer from the 
special surplus or reserve account to the free surplus 
of the receiving company. 

7. Oppressive tactics to discourage minority inter- 
est.—It very often happens that the subsidiary com- 
pany receives large cash advances from the holding 
company. In time, the subsidiary company, by vir- 
tue of this additional liquid capital, would probably 
increase its earnings and its surplus, and be in a posi- 
tion to distribute a reasonable dividend. Now if the 
holding company, desirous of practicing oppressive 
tactics to the disadvantage of minority stockholders 
of the subsidiary company, should suddenly with- 
draw its advances from the subsidiary company, it 
would so reduce the latter’s cash and working capi- 
tal as to make impossible the disbursing of a divi- 
dend, even though it had earned profits. 

The holding company, in recovering its cash, has 
practically enjoyed the receipt of a dividend because 
the value of its holdings has been increased by the 
amount of the profits tied up in the surplus. This 
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form of oppression has been known to be employed. 
Of course, the failure to incorporate in the accounts 
of the holding company the presence of this surplus 
results in the creation of a secret reserve. This is an 
additional disadvantage to that resulting from the 
fact that equalization of the income of the holding 
company from one period to another is not provided 
for by this method. 

It is obvious that an equitable method of prepar- 
ing consolidated statements should be employed. 
The main thing to bear in mind here is the elimina- 
tion of all intercompany transactions by the offsetting 
of the debit items of one company by the corre- 
sponding credit items of an affiliated company. This 
applies, of course, only to such items as represent 
actual transactions or relations between the associ- 
ated companies, such as intercompany accounts re- 
ceivable and payable, notes receivable and payable, 
dividends receivable and payable, etc. 

8. Premiwm on investments.——The amount paid. 
for stock purchased presumably represents the in- 
trinsic value of that stock to the purchaser; unless 
the stock was taken over at its par value at the time 
that the concern was organized, it is unlikely that it 
could be subsequently acquired at par. The invest- 
ment account on the books of the holding company 
represents in total (a) the par value of the stock ac- 
quired, plus the proportion of the surplus attaching 
to that stock, and (b) if the stock were acquired at a 
premium above par and accumulated surplus, the 
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amount of the premium paid by the holding company 
for the purpose of securing control. Inasmuch as 
the individual assets and liabilities of the subsidiary | 
company are to be substituted for the investment 
account on the holding company’s books which such 
an investment represents, it will be evident that the 
par value and the surplus acquired at the date of 
acquisition will be eliminated from the subsidiary 
company’s figures in preparing the consolidated 
statements, and a corresponding amount eliminated 
from the investment account of the holding company. 
However, if the holding company paid a premium 
for the stock which it acquired, this excess above the 
par and surplus paid by the purchasing company is 
nothing more than the amount paid by it for the 
goodwill of the issuing company. It is customary 
to carry this item under a separate heading termed 
“goodwill” or better, “premium on investments in 
affiiated companies.” 'The asset then stands on the 
books at its net cost and under a heading which 
clearly denotes its peculiar nature. This method is 
also applied to investments by one subsidiary com- 
pany in the stocks or bonds of another subsidiary. 
If the reader will examine the illustrations appear- 
ing on pages 280 to 285, he will find an example of the 
method of handling goodwill in a simple consolidated 
balance sheet. While the Cadow Corporation carried 
stocks on its books at a valuation of $1,995,840, this 
item was offset by a credit on the books of the sub- 
sidiary companies amounting to only $1,530,000. 
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The difference of $465,840 can he treated in the con- 
solidated balance sheet as goodwill. Premiums paid 
for bonds of affiliated companies would be handled 
in the same manner as stock. 

9. Hliminations from balance sheet.—Considering 
also certain other items in this statement in detail, 
at this point it will be noted that the Allen Company 
held $72,900 in bonds issued by the Baldwin Com- 
pany and that the Cadow Corporation held $107,100 
of the same bonds. As the liability of the Baldwin 
Company is offset by an asset of the same item on the 
books of the Allen Company and the Cadow Cor- 
poration, the consolidated balance sheet need not 
show either the asset or the liability. Consequently, 
we eliminate $180,000 from our total assets and 
$180,000 from our total liabilities. 

In the same way, the advances to and from affili- 
ated companies, dividends receivable or payable 
among the affiliated companies, and accrued interest 
on bonds, together with demand notes, are set against 
the corresponding amounts of other affiliated com- 
panies and a statement results which shows only the 
relation of the combined group to its stockholders 
and to the public. If the Cadow Corporation, for 
example, were in poor financial condition or had 
suffered heavy loss from operation during the year, 
this condition would be reflected in the combined bal- 
ance sheet in so far as it affected the standing of the 
group and that, after all, is the information which 
an investor or stockholder wishes to have. 
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THE ALLEN COMPANY 
Balance Sheet, December 31, 19—. 


Fized assets 


and and, buildings. 4.2 arcs See es eee ee $264,600.00 
Hguipments 32.8 keen oe ects ste eae, eee 160,740.00 
Bonds of The Baldwin Company...................- 72,900.00 
Securities: owned). 065. sear reas tac eee ee a eee 180,000.00 
Total tfixed assets: c.tck eee ie oe we ee oe __ $678,240.00 
Current assets 
Gash ei. aedt ok URGE ard ee One ee eee $ 66,159.00 
Aceounts. receiVable..dcaiis.s «be oes oat ee eee 42,390.00 
Demand loan to The Baldwin Company............. 40,500.00 
Raw materials. 21.2). ocio4s,% sols ea eae ee ee ee 41,526.00 
Worktin* process: 6156.5 ens ne eonceece 2 ent eee 43,446.60 
Binished goods .,o.cbe:, ekiee.ash se eek OP ee eee 54,720.00 
Accrued! interest, ~. 25. Hon.d © hice ok ace oP re On ree ioe 929.48 
Total current) assets... 5 Scene sare oe ee ee $289,671.08 
PE OUTTA Tapas ates nh ees ke Oke ok Ne an eae eee eee .. $967,911.08 
Capital liabilities 
Common capital stock outstanding.................. $540,000.00 
(Authorized, 10,000 shares of $100. 00 par value) 
Preferred capital stock outstanding Ase eee 90,000.00 
(Authorized, 10,000 shares of $100.00 par value) 
Motalecapital Nabilities..... 0. aoe ee ae eee $630,000.00 
Current liabilities 
Notes ‘payablorr 224.00) 0 al Pe eee ene $ 32,400.00 
Accountsipayable >. "sty... ot mon cae ee ere 52,308.00 
Dividends payable. -.f). ae hee ee 90,000.00 
Loan of The Cadow Corporation.................... 54,000.00 
Motalicurrentiliabilitiesst 2. «.e.e 2 oe eee $228,708.00 
Reserves 
For depreciationiy 9 saance onc. ooo ee $ 31,410.00 
Forsbadidebte 4A) eon tot an ee eee 4,500.00 
For.contingerciesins s.2 sia Bels5 ae aete ek: es ek ele ea 32,400.00 
Total reserves: a0 Yt: sleet eae eee $ 68,310.00 
Surplus. a Desc k Loic et he cee Se $ 40,893.08 
TOTAL 


BD ai ip lay Siete oredr gba a el a $967,911.08 
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THE BALDWIN COMPANY 
Balance Sheet, December 31, 19—. 


Fixed assets 


PeanucandeOUUGin gas jh: faye skye eee eae eho! $ 445,500.00 
ENS 5 a, ce SES cartes sg ROAD SEN 535,320.00 
DECULMCRFOWNEG ae ica Ts, Oh hee BE reek Ee 135,000.00 
Motaltixed assets. 0f.,.: 8. we os. bys eee $1,115,820.00 
Current assets 
(CH Tip Pee ote Py etn AON oss is singers ofa $ 110,308.28 
Accounts Tecely ables 2-07 tere ho ee oe 83,214.00 
UAW SIATCTIAISM sn ee ow ee ee Sg, BONA. 50,625.00 
SNOT EIT gO LOCCSS Sew sO rotates ice «Re ss Mal rete Onter 45,540.00 
JOT) ovara beyayaye Ei et A ok ee ee ni A Re 2 67,914.00 
shocalccurrent Assets =... cscs. ose ae es nts, Mee $ 357,601.28 
mE no, Eh. oe wuss $1,473,421.28 
Capital liabilities 
Common capital stock outstanding.................. $ 900,000.00 
(Authorized, 10,000 shares of $100. 00 par goo 
First mortgage Dene eee 270,000.00 
KRotalicapival MaADiItles... 220... < «ive ote sts ese $1,170,000.00 
Current liabilities 
NB ECSEDAY AD ION. Maes ee ts cute aod ne Sess tial digas $ 45,000.00 
FACEOUNTSTDAY ADoser ne eure Fae See wins vc elarius Stee ae oe 25,978.50 
racenes AAC CEUCU rate BAL ic bictrasneke tigis a aeel voile, ogee o 3,442.50 
PISA ORUSTDAVADIOrE Dest toe. hue, ¢ ahela cc Me es tne 4c leks «ae ons 22,500.00 
Demand note held by The Allen Company........... 40,500.00 
fioanvo: Phe Cadow Corporation... 02... ee eee es 54,000.00 
Total current) liabilities . ..67i6...6 epee. venus vole ess $ 191,421.00 
Reserves 
BLOTACUENTECIAGION 44 see fisteseitiecioks ka, caters! 2) «uo, 5 cements c= uals $ . 54,450.00 
IROL DAC OCDtS.5 Gente. cele cael cin & otery wise SCAM ote 3 4,050.00 
TRO GA POSCINVGSHE TE ini. es taki o winiloneielsicuataeis Seustistahs $ 58,500.00 
EEE LES tee ae earn aie, elo Ne aray Bihysla ep a's ome 4 $ 53,500.28 


TOM BANE, coche ap ate certeh cu, OrentD ono \RTE ORO OMA Ean) COTE RED Mec nt ary eae $1,473,421.28 
SS ee 
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THE CADOW CORPORATION 
Balance Sheet, December 31, 19—. 


Fixed Investments 


Capital stock of affiliated companies................ $1,995,840.00 
Bonds of The Baldwin Company.................... 107,100.00 
Total) fixed'investments 4..0..¢< 0. we ae eee $2,102,940.00 
Current assets 
SE] en ne eee ee A te SR ET RRS | ay $ 847,694.48 
Dividends receivable. a. Oki osais ac a 2 he ko ee 112,500.00 
Loans to affiliated companies.....................-. 108,000.00 
Aceriied interest; fie 4c ote n..c bese hen oe eee 1,365.52 
‘otal current assets. ....c68s ces toe a Ae ee $1,069,560.00 
TO AVA bcs Arce keke ey SMa orate eho ARE oa ee ka $3,172,500.00 
Capital liabilities 
ommon capital stock outstanding.................. $1,800,000.00 
(Authorized, 30,000 shares of $100.00 par value} 
Preferred capital stock Outstanding: | occ. oe ae ee 1,260,000.00 
(Authorized, 20,000 shares of $100.00 par value) 
Totak.capital liabilities). .2.¢.12ose< sees ee $3,060,000.00 
SULPIUS, Au dacact Ae eas tel. CIE Re ee $ 112,500.00 
TOTALS» Sao Beb me 8 ie. eee ee ee eee $3,172,500.00 


10. Other methods of carrying premium on invest- 
ments.—The management may not desire to carry. 
this intangible asset of goodwill in the consolidated 
balance sheet. In this event it would be entirely 
legitimate to offset this item of premium on invest- 
ments against the combined surplus. For instance, 
as has already been indicated, the net worth of a 
corporation is its capital stock and surplus. If the 
entire stock of that corporation is purchased at its 
book valuation, the excess above par value paid for 
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the stock purchased is equal to the amount of its sur- 
plus at the time of the purchase and, in the consoli- 
dated balance sheet, the items of excess price and 
purchased surplus would exactly offset each other. 
However, this ideal situation does not often occur. 
Purchases of securities, especially if they are paid for 
in the stock of the purchasing corporation, are nearly 
always bought on a very liberal basis. Something 
is paid for the intangible asset, goodwill, of the sell- 
ing company, in addition to the book value of the 
net assets. 

If, under these circumstances, we attempt to offset 
the premium above par against the combined surplus, 
we will wipe out the entire surplus of the subsidiary 
company and still not dispose of the amounts paid 

for the goodwill. 

. The item, goodwill, included in the consolidated 
balance sheet will, therefore, represent not only the 
goodwill shown on the books of the subsidiary com- 
panies but, in addition, the amount paid by one asso- 
ciated company, either in cash or in securities, for 
the goodwill of the selling company, represented by 
_ the difference between the amount of cash or the par 
value of the securities paid out and the par value of 
the securities received in exchange. 

11. Discounts on investments——A_ similar situa- 
tion, but with opposite results, exists when the stock 
of an affiliated company is purchased at a discount. 
A special surplus results equal to the amount of this 
discount. It is seldom either proper or desirable, 
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however, to carry this item in the surplus account as 
free surplus. It is considered better to offset the 
amount of such a surplus against any goodwill ap- 
pearing in the consolidated balance sheet. 

If there are several corporations involved in the 
consolidation and some of the stock is purchased at 
a premium and some at a discount, it is better to off- 
set the discount against the premium, carrying only 
the net premium paid into the consolidated balance 
sheet. If the stock of one of the subsidiaries had 
been purchased at a discount, it is evident that this 
particular company was not in as prosperous a con- 
dition as that where a premium had been paid. When 
the consolidation took place, the different companies 
became, in effect, parts of one organization and the 
value of one is affected by the value of the other. 
Therefore, the goodwill of the combined organiza- 
tion is diminished by the amount of the depreciated 
value of the less prosperous corporation. 

If, however, this stock was purchased at a discount 
as the result of outside factors and if its actual value 
was par or higher, then the increment undoubtedly 
belongs in the surplus account. As a rule, this sur- 
plus resulting from stock purchased at a discount 
would have to be applied against the deficit in the ac- 
counts of the subsidiary, if a deficit exists, which is 
quite probable, since otherwise the purchase of the 
stock could not have been made at a discount. If a 
deficit does not exist, then it is important to be sure 
that some of the assets have not been overvalued 
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through failure to make adequate provision for de- 
preciation. 

12. Deficits of subsidiary companies—In cases 
where a holding company purchases stock of a com- 
pany whose balance sheet shows a deficit from opera- 
tion, the value of the capital stock of the subsidiary 
company would probably be reduced to make up for 
the deficit. While the deficit is, in effect, absorbed 
at the time of the purchase, any subsequent dividends 
by that corporation can not wisely be distributed as 
dividends until the deficit has been made up. There- 
fore, while in the consolidated balance sheet the 
entire group must make up for the deficit of one com- 
pany, conservative practice will not permit the sub- 
sidiary company to pay dividends until it has made 
up its own deficit. 

13. Protection of minority interest—Where a 
minority stock interest exists, the minority stock- 
holders have a right to their share of the profits on 
intercompany transactions. Consequently, it is legit- 
imate and necessary for the consolidated statements 
to show as an asset the proportion of intercompany 
profits on construction, prepaid expenses, inventories 
and the like, which will accrue to the minority stock- 
holders of the subsidiary company. ‘The proportion 
of the capital stock and surplus of the subsidiary com- 
pany belonging to the minority stockholders may be 
set up in the balance sheet under a special heading 
on the liability side, “equity of minority stockholders 
of . . . Company.” 


288 FINANCIAL AND BUSINESS STATEMENTS 


From this, it is apparent that a holding company 
may have four kinds of surplus: free, capitalized, 
minority equity and appropriated. 

14. Capitalized surplus—In dealing with the 
question of surplus, it was pointed out that, if divi- 
dends can be paid out of the surplus of a subsidiary 
company without reducing the surplus below the 
amount that existed at the time of consolidation, such 
dividends constitute income to the holding company. 
Also, when the dividend reduces the amount of the 
capitalized surplus, the reduction is treated as a re- 
turn of investment on the books of the holding com- 
pany. The capitalized surplus then becomes a new 
figure, changed by the amount of its reduction, and 
should be considered as a new amount in all subse- 
quent statements or calculations. 

15. Method of treating surplus accounts of ac- 
quired companies.—The above topics naturally bring 
up the question of recording these transactions. No 
difficulty arises as was pointed out when all of the 
stock of the subsidiary company is owned by the 
holding company; and when the directors of the hold- 
ing company are also the directors of the subsidiary 
company, or at least control the board. They may 
direct that the surplus of the subsidiary company at 
the date of the purchase be set aside and appropri- 
ately designated on its own books. The title of the 
account will then tell exactly the nature of its con- 
tents. 


When purchases of the stock of the subsidiary are, 


eNU 
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however, made at various times, it is seldom possible 
to set aside each portion of the capitalized surplus 
on the books of the subsidiary company, because the 
control of the subcompany may not be obtained im- 
mediately. Again, the rights of the minority stock- 
holders enter and prohibit the splitting of the surplus 
account under such conditions. But, in the con- 
solidated statement, it will be necessary in every case 
to indicate the various additions to or deductions 
from the capitalized surplus. Each new purchase 
of stock by the holding company carries with it a 
proportion of the surplus existing at the date the 
purchase price was agreed upon, thus increasing the 
item of capitalized surplus of the consolidated com- 
pany. 

16. Other phases of capitalized surplus.——The 
same principle of indicating additions to the capi- 
talized surplus holds good, even though the pur- 
chase was not based directly upon the book value of 
the stock of the subsidiary company. The holding 
company capitalizes the condition of the subsidiary at 
the time it makes the purchases. Dividends out of 
the surplus existing at the time of purchase are noth- 
ing more than a partial liquidation of its investment. 
It should be noted also that the date of purchase 
means either the date on which the purchase price was 
agreed upon, or the date of the financial condition 
forming the basis of the purchase price. Earnings 
subsequent to that date, even though the entire sales 
contract in reference to the stock has not been com- 
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pleted, may properly be treated as income accruing 
to the holding company when such earnings are paid 
to it in the form of dividends. 

When the relation between the amount of “cap- 
italized surplus” and the corresponding asset of “pre- 
mium on investments in subsidiaries” is favorable, it 
is advisable to set the capitalized surplus aside under 
a separate heading. More frequently, it must be ad- 
mitted, the premium is far in excess of the surplus 
at the time of purchase. The better showing will 
then be made if one surplus account is carried. 

17. Consolidated balance sheets and minority 
stockholders’ interests —Reference has already been 
made to the manner of showing the minority stock- 
holders’ interest in a consolidated balance sheet. In 
addition to the method already mentioned another 
method that might be used is that of taking up in the 
consolidated balance sheet only the proportion of the 
assets and the liabilities of the subsidiary company 
which are represented by the proportionate owner- 
ship of the stock of that company by the holding 
company. Thus, if the holding company controls 
90 per cent of the stock of a subsidiary, only 90 per 
cent of each of the individual asset amounts would 
be included in the consolidated balance sheet and in 
like manner 90 per cent only of the liabilities. In the 
same way 90 per cent of the surplus account at any 
given date on the books of the subsidiary would ap- 
pear in the consolidated balance sheet. 

This method of preparing the consolidated balance 


a 
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sheet is open to several objections. In the first place, 
the interest of the stockholders in the assets is an un- 
divided interest and the same may be said to be true 
of the liabilities. Consequently, any consolidation 
of results which ignores any portion of the assets as 
well as the liabilities is at least not a full and com- 


_ plete statement of the affairs and, moreover, while 


the holding company may be responsible for only 
a proportionate part of the liabilities, yet, in practice, 
the holding company is responsible for the entire 
liabilities of the subsidiary company as all debts of 
the subcompanies, if not paid by them, must ordi- 
narily be met by the holding company in order to 
preserve the organization intact. Again, the failure 
to show the minority stockholders’ interest in the 
manner indicated above entirely suppresses on the 
balance sheet the fact that there is a minority inter- 
est which, under such conditions, may be an important 
fact, and should be made known. ‘Therefore, the 
consolidated balance sheet should set forth the pro- 
portionate part of the minority stockholders’ interest 
in the capital stock and in the old and new sur- 
plus of the subsidiary corporations as a liability 
account under the caption, “minority stockholders’ 
interest.” 

If the proportionate share of the minority stock- 
holders’ interest in the surplus appears as a liability 
account in the consolidated balance sheet, it neces- 
sarily follows that the proportionate part-of any def- 
icit in which a minority interest may be concerned 
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should also be set forth as an offset to its stockhold- 
ings. Thus, if there were a total capital stock issue 
in a subsidiary company of $100,000 of which 10 per ~ 
cent or $10,000 represented the minority interest and 
if the deficit from operation amounted to $10,000, the 
minority interest would be-represented on the bal- 
ance sheet by the sum of $9,000 which is the minority’s 
$10,000 interest in the capital stock, minus its pro- 
portionate share of the deficit or $1,000. 


REVIEW 


Discuss the methods that may be used in carrying in the books 
the value of the stocks of uncontrolled subsidiaries. ; 

Under what conditions should dividends on stock not be 
credited to the income of a holding company? 

Since the stock of subsidiary companies is, as a rule, pur- 
chased at a premium, state how the excess of price over book 
value of assets should be treated in the books of the holding 
company. 

Explain the approved way of treating the minority interest 
in surplus on the balance sheet of the holding company. 


CHAPTER XVIII 


CONSOLIDATED INCOME ACCOUNTS 


1. Intercompany transactions.—The acquisition of 
subsidiary companies is often desirable, so that the 
parent company may advantageously secure a source 
of supply of materials used by it, or to create a wider 
market for its products. In any event, sales and 
purchases between companies will not be infrequent. 
Thus, one subsidiary company may furnish the raw 
material which another subsidiary company uses, and, 
hence, the finished product appearing in the sales of 
the first company will be the raw material purchases 
of the second. The network of companies taken to- 
gether often constitutes a self-contained unit. 'This 
may be illustrated perhaps best by the case of a steel 
company which is a holding company, controlling the 
stock of a separate organization which furnishes the 
ore used in the manufacture of iron and steel. The 
ore might be transported over a steamship line, con- 
trolled by the holding company, to a blast furnace 
and the finished product of the latter might be trans- 
ported by the railroad company, also owned by the 
holding company, to an affiliated rolling mill. The 
rolling mill might then send part of its product to 


a similarly controlled wire manufacturing concern 
293 


294 FINANCIAL AND BUSINESS STATEMENTS 


and the latter might send part of its product to still 
another subsidiary company which makes wire spe- 
cialties. 

2. Eliminations from income accounts.—From the 
standpoint of the entire aggregation operating as one 
unit, sales from one company to another really 
are nothing more than a shifting of the inventory. 
From the standpoint of the holding company, the 
only valid sales are those made by the subsidiary 
companies to outsiders; the sales made to other sub- 
sidiaries are analogous to transfers from the main 
depot to branch stores in a chain-store system. 

On the other hand, from the standpoint of the 
individual companies considered as separate units, 
they are valid sales and the profit realized on them 
constitutes a valid profit which would be shown as 
such in independent statements prepared for the sub- 
sidiaries. This is especially true where a minority 
stock interest exists, as will be discussed later. 

However, when the income accounts of all of the 
companies are amalgamated, it is evident that sales 
and purchases from one company to the other should 
be eliminated from the consolidated income statement 
since failure to do so would overstate the total sales 
as well as the total purchases. 

From the standpoint of the aggregation as one 
unit, no valid profit is made on transfers of products 
from one company to another any more than a mer- 
chant would make a valid profit by moving goods 
from one shelf in his warehouse to another, or by 
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transferring goods from a main depot to a branch 
establishment. Consequently, the accounts must be 
so devised as to enable the companies to prepare in- 
dependent income statements and at the same time 
permit the convenient elimination of the intercom- 
pany transactions. 

3. Devices for easy elimination—This may prob- 
ably be best accomplished by keeping separate sales 
accounts, one for sales to outsiders and the other for 
sales to subsidiary companies. In like manner, the 
purchases from subsidiary companies should be kept 
‘separate from purchases from outsiders. If this is 
done it will be evident that, in an amalgamation of 
the income accounts of all of the companies, the ag- 
gregate of the sales to subsidiaries will be the same 
in amount as the aggregate of the purchases from 
subsidiaries and these amounts will cancel each other 
in the consolidated income statement and thus will 
be conveniently eliminated. 

4. Intercompany profit—Since each one of the 
companies will sell its merchandise to subsidiaries at 
a profit to itself, the necessity of keeping account of 
the intercompany profits billed on invoices to sub- 
sidiaries becomes self-evident. The intercompany 
profit on goods shipped to subsidiaries is not a real- 
ized profit, from the standpoint of the holding com- 
pany, until the product has been transferred by valid 
title to outsiders. Any unconsumed portion of goods 
received from subsidiaries which are on hand at the 
date of a balance sheet will, of course, be represented 
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in the inventories of the subsidiary companies. 'There- 
fore, the amount of this profit must be ascertained 
because, if it is not eliminated from the inventories 
on hand, as shown by the accounts of the subsidiaries, 
the inventories will be overstated by the amount of 
these intercompany profits included in them. The 
amount of such profits will, of course, be reflected 
in the consolidated surplus account. This overstate- 
ment of the inventories and the corresponding over- 
statement of the surplus must be avoided. 

While it will not be practicable to lay down a 
definite method of procedure which will answer every 
given case, it may be said in passing that probably the 
most satisfactory method of conveniently providing 
for the elimination of intercompany profits in inven- 
tories will be to arrange for the separate billing for- 
ward from company to company of the intercompany 
profit. ‘To illustrate how this may be done, attention 
is invited to the following illustration. 

5. Illustration of profit elimination.—Let it be as- 
sumed that the holding company controls, among 
other concerns, a mining company, (A); a steamship 
lme, (B); a steel company, (C); a railroad, 
(D); and a rolling mill, (EK). Let it be further 
assumed that the mine produces ore and sells a cer- 
tain quantity for the sum of $100,000 to the steel 
company (C) at a profit to the former of $17,000. 
The ore is shipped via the steamship line (B) at a 
freight cost of $3,000, on which the steamship com- 
pany makes a profit of $900. The steel company 
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expended $37,000 in manufacturing this ore into 
steel, valued at $150,000. The steel company sells 
$50,000 worth of its product to outsiders and $75,000 
at sales prices to the affiliated rolling mill (KE). The 
steel worth $75,000 is shipped to the (E) Company 
over railroad (D) at a freight cost of $3,000 on which 
the railroad company has made a profit of $600. The 
(EK) Company manufactures this steel into rails at 
a manufacturing cost of $12,000 and derives a profit 
of $10,000. Of the $100,000 worth of steel rails 
manufactured, Company (FE) sells $25,000 to out- 
siders and $50,000 to the affiliated railroad Company 
(D). The railroad company has consumed one-half 
of the steel rails by the time the consolidated state- 
ment is to be prepared. The amount of intercom- 
pany profit to be eliminated from the inventories and 


_the surplus accounts in the consolidated balance sheet 


is arrived at by the tabulation on pages 298 and 299. 

6. Analysis of income accounts—If we examine 
carefully the tabulation above in respect to the (C) 
Company the following points will be noted. The 
total products of the (C) Company manufactured 


during the period amounted to $150,000 at sales 


prices, of which sum the amount of $27,900 repre- 
sented intercompany profit. The sum of $17,000 
has been passed on by the (A) Company in the 
material sold to the (C). Company and the amount 
of $900 has been passed on in the freight charges by 

the (B) Company. The amount of $10,000 of sub- ~ 
sidiary company profits is added in the sales prices 
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fixed by the (C) Company on all products which it 
sells. Out of the total output of the (C) Company 
the amount of $75,000, with an intercompany profit 
of $13,950, is billed to the (EK) Company as will be 
noted from the tabulation of that company. ‘There 
is also left on hand at the date of this statement in 
the inventory of the (C) Company material worth 
$25,000 at selling prices, which includes the sum of 
- $4,650 of intercompany profit added in the sales 
prices by (A), (B), and (C). 

In preparing a consolidated income account of all 
the companies only the sales to outsiders will be taken 
into consolidated income account. Since all of the 
sales of Company (A) were made to affiliated com- 
panies, they will be excluded from the consolidated 
income account, being offset against the purchases 
from (A:) in the statement of (C) Company. All 
of the income of the (B) Company was derived from 
subsidiary companies and hence will be excluded in | 
preparing a consolidated income account. Inasmuch 
as the sales of (C) Company in the amount of $50,- 
000 were made to outsiders, this item will be included 
in the consolidated income account but, on the other 
hand, the sales to the (K) Company of $75,000 will 
be excluded since they are offset by the purchases 
in (1) Company’s statement. In the case of (KE) 
Company, the sales to outsiders amounting to $25,000 
will appear in the consolidated income account and 
the balance of $50,000 will be excluded therefrom 
since the sales were made to an affiliated company. 
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Therefore, out of all these transactions, the consoli- 
dated income account will pick up only the sum of 
$75,000 as sales, representing the outside sales of 
Company (C) and Company (E). 

An interesting question is raised in the case of the 
(D) Company which purchased from (EF) Company 
$50,000 of rails at sales prices of which the sum of 
$25,000 went into construction and the balance still 
remains on hand. It is evident that while (D).Com- 
pany as a separate operating unit will be entitled to 
charge the sum of $50,000 to its account for right 
of way, since it paid this sum for the rails, some pro- 
vision must be made for the elimination from the 
consolidated balance sheet of the proportion of inter- 
company profit which was capitalized in the cost of 
construction, i.e., the amount $6,137.50. To allow 
the intercompany profit to remain in the construction 
account would inflate the fixed assets on the consoli- 
dated balance sheet and also correspondingly inflate 
the surplus. The same observations are true with 
respect to the rails which (EK) Company still has on 
- hand and which have not yet been used in construc- 
tion, but which remain in the inventory of materiai 
and supplies. The intercompany profit of $6,137.50 
represented in the inventory of materials and supplies 
on hand in the case of (EK) Company must also be 
eliminated in the consolidated balance sheet. 

The aggregate amount of the inventory of all com- 
panies on hand at the date of the balance sheet is as 
follows: 


302 FINANCIAL AND BUSINESS STATEMENTS 


(C) Company, $25,000.00 
(E) Company, 25,000.00 
(D) Company, 25,000.00 


Total $75,000.00 


These values are the values at selling prices and 
there is included in the account at selling prices, re- 
spectively, the following amount of intercompany 
profit: 

(C) Company, $4,650.00 


(FE) Company, 6,137.50 
(D) Company, 6,137.50 


Total $16,925.00 


The consolidated statement will pick up the $75,- 
000 of inventory (the total of the three intercompany 
inventories) less $16,925 of intercompany profit. 
While these inventories must be figured at the cost 
to each company when the individual balance sheets 
of the separate companies are prepared, including 
the amount of the profit billed forward from other 
companies, the reader will note that this method per- 
mits the elimination of intercompany profits from the 
inventories shown in the consolidated statements. 

A holding company may make advances secured 
by note or otherwise to subsidiary companies or the 
subsidiary companies may advance funds to one an- 
other or to the holding company. In the case where 
interest is charged or credited for such advances, the 
amounts of intercompany payments or receipts 
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should be set forth separately from other interest 
items in order that these also may be eliminated. 

7. Treatment of minority interests —In all of these 
illustrations it has been assumed that the entire capi- 
tal stocks of the subsidiaries were owned by the hold- 
ing company. It not infrequently happens that there 
will be a substantial minority interest in the subsidiary 
companies. It is evident that in these instances the 
management of the subsidiary companies must be 
conducted in the greatest of good faith in order that. 
no harm may come to the minority stockholders. In 
equity at least, the affairs of the company ought to 
be managed with due regard to the rights of the 
minority interests. As was shown in the previous 
chapter dealing with consolidated balance sheets, 
special treatment is given in the balance sheet to the 
_ stockholdings of the minority interests and to the 
proportionate part of the surplus of the subsidiary 
companies which attaches to the stock interest of the 
minority. 

Thus, in the case referred to above, in which rails 
were sold to the (D) Company, while the profit would 
be eliminated in the consolidated balance sheet so that 
no portion of the intercompany profit would be capi- 
talized, yet in setting up a minority interest in the 
surplus account on the consolidated balance sheet, if 
a minority stock interest exists, a proportionate part 
of the profit on the sale of the rails to the (D) Com- 
pany should be included in the stated value of the 
minority interest. This may be done by including, 
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in the value of the right-of-way account, the pro- 
portionate part of the surplus profit applicable to the 
minority stockholders’ interest. This amount, of 
course, will be offset on the liability side by a corre- 
sponding increase in the proportion of the surplus 
shown as attached to the minority interest. 

8. Treatment of dividends received by holding 
company from subsidiaries —It will be necessary for 
the accountant, who has to prepare the consolidated 
statement, to see to it that whatever surplus is on 
hand on the books of the subsidiary at the date of 
acquiring the stock is kept in a separate surplus ac- 
count in order that any changes in this account may 
be properly reflected when preparing the consolidated 
statements. It will be evident upon reflection that, if 
any portion of this surplus is distributed, the book 
value of the stock as originally set up on the books 
of the holding company will decline by exactly the 
amount of the dividend out of this pre-consolidation 
surplus. Hence, if the underlying company dis- 
tributes any dividends out of surplus on hand at the 
date of acquisition by the holding company, such divi- 
dends when received by the holding company are not 
income but, on the contrary, are a return of part of 
the investment and should be credited to the “stocks 
owned” account on the books of the holding com- 
pany, thereby reducing the amount of that account 
by the sum received by way of dividends. 

Any dividends distributed by an underlying com- 
pany, out of surplus accumulated by the underlying 
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company, after the date when the holding company 
acquired control are, upon receipt, of course, properly 
treated as income by the holding company. Care 
must therefore be taken to see that all changes in the 
surplus account referred to are properly entered on 
the books of the holding company. In order to do 
this there is implied at least the necessity of prepar- 
ing a balance sheet of the subsidiaries at the date 
when the holding company acquires control because, 
unless this is done, the amount of the surplus as of 
that date will not be known. 

Further difficulty will ensue if, as frequently hap- 
pens, subsidiary companies own stock in the parent 
company or if subsidiaries have control of other sub- 
sidiaries. No difficulty will be encountered, however, 
if the surplus accounts are properly segregated and 
if information is at hand concerning all changes in 
the old surplus account when consolidated statements 
are to be prepared. The methods of acquiring stock 
control may prevent this from being done in some 
cases. For instance, the holding company may ac- 
quire ownership by gradual stages covering a long 
period of time and it may not be wise to disclose the 
real ownership until control has been secured. It is 
obvious that in this event some adjustment will be 
necessary at the time the disclosure of ownership is 
made. 

9. Other adjustments.—Care must be taken to see 
that all intercompany transactions are reflected in 
the records of the underlying companies at the time 
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the final trial balances have been prepared. Thus, 
if any company on the last day of the fiscal period 
should ship goods to another subsidiary, the amount 
would appear as a charge to the other subsidiary in 
the accounts receivable and would also be credited 
to the sales account of the company which makes 
the shipment. If the company which is to receive the 
goods should close its accounts before either the goods 
or the notice of the shipment has been received, the 
accountant preparing the financial statements of the 
holding company must include the items in transit 
wherever they have been omitted. It will therefore 
be necessary to issue suitable instructions to the end 
that all the items relating to intercompany transac- 
tions shall appear in the final trial balances which are 
submitted to the one charged with the duty of pre- 
paring the accounts. Numerous other adjustments 
will arise in practice which need not be discussed 
here. Enough has been said to indicate the care 
which must be taken in preparing consolidated in- 
come accounts, and, from the suggestions which have 
been made, the reader will be able to recognize other 
items which must be eliminated as they occur in prac- 
tice. 

Mention has been made above of the adjustment 
that must be made in connection with profits on inter- 
company construction. While such profits are legit- 
imate profits of the subsidiary company and are 
properly added to its surplus account when a separate 
statement of the results of that company is being 


CONSOLIDATED INCOME ACCOUNTS 307 


prepared, it may happen that a surplus created in 
part out of such profits will later be distributed by 
the company in the form of dividends. Such divi- 
dends, when received by the holding company, are not 
to be considered as income in preparing the consoli- 
dated statements and should be eliminated from the 
consolidated surplus account. On the books of the 
holding company the dividends may be credited to a 
special reserve account which will be treated in pre- 
paring the balance sheet as a valuation reserve, or 
they may be credited to a reserve for depreciation ac- 
count and thus the inclusion of any intercompany 
profit in a construction account of a subsidiary will be 
automatically eliminated in preparing the consoli- 
dated statements. 


REVIEW 


State what transactions must be eliminated in preparing a 
consolidated income statement. 

Explain how an increase or a decrease in the subsidiary’s sur- 
plus is treated in the accounts of the holding company. 

How are profits of the subsidiary on intercompany construc- 
tion work treated in consolidated statements? 

State why it is necessary for an accountant, in preparing con- 
solidated statements, to keep separate the surplus of subsidiaries 
existing at the time the underlying companies are purchased by 
the holding concern. 


CHAPTER XIX 
AUDITORS’ REPORTS AND CERTIFICATES 


1. The work of the auditor—lIt is only recently 
that the services rendered by the professional auditor 
have been recognized by business executives as being 
essential to the proper conduct of their business. 
However, there are many business men who are un- 
familiar with the work of the auditor. They still re- 
gard him as one to call upon when a tangled set of 
books is to be straightened out. 

The term “auditing” covers a systematic inspec- 
tion of all books of account, and records, in order to 
prove the accuracy of the transactions recorded. 
The work of the auditor also embraces the presenta- 
tion of reports and statements of his findings, and 
often includes criticisms of faulty methods of ac- 
count keeping» and the suggestion of improved 
methods. 

2. Advantage of certified statements in securing 
bank loans—The great majority of business con- 
cerns find it necessary, from time to time, to seek ac- 
commodations from bankers. The fact that the 
applicant for a bank loan has been accustomed to hav- 
ing his accounts audited by a reliable accountant, and 
the fact that he is able to present a properly certified 
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financial statement are indications to the banker 
that the applicant is a careful business man. 

3. Certified statements aid in the sale of a business 
or in the raising of new capital—It would be unwise 
for a purchaser of a business or a prospective inves- 
_tor to accept statements that are not audited by a 

disinterested trained accountant. Even if the state- 
ments are not fraudulent, they may be entirely in- 
correct. Errors such as the following may have been 
made: 


(a) Capital assets may be charged with ex- 
penditures which should be charged to 
expense. 

(b) An incorrect basis for valuing inventories 
may be used. ‘ 

(c) Inadequate provision may have been made 
for depreciation of fixed assets. 


The above-mentioned errors would not only over- 
state the assets affected but also would result in an 
erroneous presentation of the income statements. 

The auditor would also examine into the fluctua- 
tions in profits and would point out any unusual 
profits or losses. 

4.°Certified statements help to prove a fire loss.— 
In case of a loss by fire, a poorly kept set of accounts 
will usually fail to establish the extent of the loss. 
If, however, the insured can produce a balance sheet 
at the close of the previous fiscal year, certified as 
to the valuation of the inventory and property at 
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that time, and if his records properly record his sub- 
sequent transactions, he is fully prepared to prove his 
claim. 

Many insurance companies now insist that state- 
ments certified by reputable accountants accompany 
all claims. The expense of getting these statements 
is comparatively small, when it is taken into consid- 
eration that a better settlement can be reached with 
a great saving of time and effort. 

From the foregoing discussion, it will be seen that 
there are numerous occasions for auditing, and many 
advantages to be obtained from the services of a 
competent auditor. The business man will profit con- 
siderably from the services rendered by the profes- 
sional accountant or auditor. 

5. Classes and types of audits—Audits may be 
broadly classified as follows: 


(a) Detailed audits, which are of two kinds, the 
completed audit and the continuous audit 

(b) Balance sheet audits, sometimes called ex- 
aminations 

(c) Investigations 


6. Detailed audits—A completed audit comprises 
a verification of transactions during a fiscal period. 
It does not mean, however, that each and every trans- 
action must be examined. In a large business the 
magnitude of the work would render this impossible. 
The accounting system should provide for a satisfac- 
tory method of internal checking. The auditor 
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should then be satisfied to make a test check of the 
transactions, 

A continuous audit is one where the auditor makes 
periodic examinations during the fiscal period but 
renders a final report for the entire period. This 
method of auditing has been adopted by a number of 
industries and business establishments. 

7. Balance sheet audits—The balance sheet audit 
contemplates a verification of the assets and liabili- 
ties as of a certain date, with an examination of the 
profit and loss account sufficient to satisfy the audi- 
tor that the accounts have been correctly stated. The 
auditor should account for all the assets and should 
satisfy himself that the liabilities are correctly stated, 
but he cannot certify to the earning statement. ‘This 
type of audit it limited in its scope and, while it can 
be safely employed at times, its limitations should be 
pointed out to the business man. 

8. Investigations—An audit that is undertaken 
for a special purpose, as in the sale of a business, the 
verification of alleged fraudulent transactions, or the 
determination of a fire loss, ete., is known as an in- 
vestigation. Such an audit generally possesses a 
much wider scope than other types of audits and often 
provides an opportunity for an auditor to render a 
real service. In many litigations the aid of the 
auditor has proved to be of real value to the attorney 
in presenting the evidence. 

9. Contents of the auditor's reports—The work 
of the auditor is shown in the reports that he pre- 
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pares. Great care must be exercised by the auditor 
to make his reports interesting, accurate, and intel- 
ligible. 

The usual report will contain a balance sheet, a 
profit and loss statement, and comments on material 
matters relating to the work covered. The nature 
and the character of the comments will be largely de- 
termined by the nature of the contract which the 
client makes with the auditor. The balance sheet and 
profit and loss statement will be supported by such 
schedules as the auditor deems necessary. Very 
often arrangements will be made to include in the 
report a formal certificate of the auditor. 

10. The scope of the auditor's report.—A_ report 
should relate in simple and brief form the result of 
the auditor’s findings. It should deal only with facts 
that are of importance and of interest to the one who 
is to read it. The auditor ordinarily should not state 
in his report the manner in which his results were 
arrived at. The client is more interested in the re- 
sults than in methods employed to reach them. 

Careful consideration must be given to the pur- 
pose for which the report is to be used. If it is for 
the purpose of borrowing money, it should not con: 
tain comments on clerical errors or criticisms of the 
accounting system in use. 

11. Graphic charts in reports—While graphic 
charts are covered more fully in another chapter in 
this volume, it will be well to mention here that the 
use of graphics in auditors’ reports is of real value 
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to the client and they should be employed by the 
auditor whenever possible. However, many business 
men are unfamiliar with this method of presenting 
business facts in the auditor’s report, and it would be 
well for the auditor to discuss this matter with his 
client before issuing his report. 

12. Certificates of audit—The best form of cer- 
tificate is one which is short and unqualified. There 
are occasions when certain kinds of qualifications 
must be made, but they are often so lengthy and am- 
biguous that they lose their value. 

If the auditor has done all that he is expected to do, 
it is unnecessary for him to make any qualifications. 

13. Responsibility of the auditor—The auditor 
must assume some responsibility in an audit and he 
should not attempt to cover himself by qualifications 
in his certificate. There are, of course, instances 
when he must qualify his certificate, but such steps 
should be taken only when absolutely necessary. 
Many legal decisions have practically absolved 
the auditor from all responsibility, which has led 
to many abuses in the profession. But the auditor 

must realize that he has certain moral responsibili- 
ties to his client and to the public, which must be on 
a much higher plane than his legal responsibility calls 
for. In this connection, the fault rests to some ex- 
tent with the authorities in their neglect to demand 
the proper qualifications from those who are licensed 
to practice. The fault also rests with the business 
man who often gives more consideration to a low fee 
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than to the reputation, ability, and responsibility of | 
the auditor he engages. 

14. Appellate Division holds accountants liable 
for losses—In a recent decision, the Appellate Di- 
vision of the Supreme Court of the State of New 
York held that public accountants who made an 
audit of a corporation, with knowledge that their re- 
ports and certificates of audit were to be used in 
borrowing money, were responsible for negligence 
and were liable for loss sustained by the creditor in 
extending credit on the basis of such accountants’ 
statement. This decision is no doubt a radical de- 
parture from previous decisions which allowed the 
auditors to escape too easily. 

15. Forms of certificates—A variety of forms of 
audit certificates is in use. The following is an un- 
qualified certificate prepared when a detailed audit 
was made and the auditor was satisfied that the 
balance sheet disclosed the true financial condition. 


CERTIFICATE OF AUDIT 


I have audited the accounts of the Blank Manu- 
facturing Company for the year ended December 31, 
19—, and 

I Crrtiry that in my opinion the above balance 
sheet correctly presents the financial condition of the 
Blank Manufacturing Company, as at December 
31, 19—. 

(Signed) Richard Roe 
Certified Public Accountant 


ss 
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At times certificates are requested which contain 


a brief reference to the work covered by the auditor. 


The following is a form of such certificate. 


CERTIFICATE OF AUDIT 


I have audited the accounts of John Doe & Com- 


pany as of December 31, 19—; have verified the cash 


in banks and on hand, accounts, notes and loans re- 
ceivable; have inspected all securities; have tested 
the computations and prices of the inventories; have 
examined all charges to property accounts; and 
I Certiry that, in my opinion, the above Bal- 
ance Sheet correctly sets forth the financial condi- 
tion of John Doe & Company at December 31, 19—, 
and that the books of the Company are in agree- 
ment therewith. 
(Signed) John Brown 
Certified Public Accountant 


In the above two forms of certificates no qualifi- 
cations were made by the auditor. 

If for any reason the auditor has been limited in 
the scope of his examination, he will furnish a quali- 
fied certificate. It may be well to point out at this 
time that if the auditor has found, let us assume, 
that an inventory has been grossly overstated, and the 
client refuses to alter his balance sheet, it would be 
unwise for the auditor to furnish even a qualified 


~ certificate. 


A simple form of a certificate follows: . 
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I have examined the accounts of Brown & Green, 
Inc., as of December 31, 19—. 

No provision has been made for depreciation or 
for doubtful accounts. I did not examine the Min- 
ute Book although I requested same from the proper 
officer. 

I Cerrtiry that, with the foregoing exceptions, 
the above Balance Sheet is, in my opinion, correct. 


(Signed) Richard Roe 
Certified Public Accountant. 


It will be noted in the above certificate that the 
auditor merely states the work for which he accepts 
no responsibility. 

16. Presentation of report—The form of presen- 
tation of the report is a matter of custom with each 
auditor. As a rule, these forms are very similar. 
Usually the report is addressed to the client and he 
is notified that his accounts have been audited, and 
a table of conténts of the report, as to exhibits and 
schedules, is given. From that point on reports will 
differ. The majority of reports will continue with 
the comments, and at times a certificate will follow 
the comments, and then the signature. The exhibits 
and schedules will then follow as a separate part of 
the report. Many accountants and auditors prefer 
to submit the comments entirely apart from the re- 
port. The-signature, in that case, should follow the 
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table of contents. Either arrangement can be made, 
depending upon the type of report. 


REVIEW 


Discuss the value of certified statements. 

Name the general classes of audits and explain briefly each 
class. 

Outline the scope of the auditor’s report. 

What is the best type of certificate of audit? 


CHAPTER XX 
INTERPRETATION OF PROFESSIONAL REPORTS 


1. Criticism of reports——While some just criti- 
cisms have been made of reports because they are 
poorly constructed, it must be admitted that some 
measure of fault rests with business men and the gen- 
eral public who have not learned how to interpret 
professional reports. It is unfortunate, perhaps, 
that accountants have not reached a common under- 
standing with respect to report writing, particularly 
in connection with such points as classification and 
terminology. It would be well, also, for those in- 
terested in auditors’ reports to become better ac- 
quainted with the commonly employed technical 
terms and phrases, which, through long use, have 
acquired a definite meaning or special significance 
in the auditing profession. 

2. The auditor’s certificate—The reader of a re- 
port should watch closely the wording of the certifi- 
cate and comments. Qualifications, if any, should 
be particularly noted. 

The certificate which states that the books of ac- 
count have been audited, and that the amounts 
shown in the balance sheet are in agreement with the 


books, is of no value. Such certification only indi- 
818 
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_ cates the mathematical agreement between the fig- 


ures found in the ledgers of the business and the 
balance sheet. What the reader really wants to 
know is whether or not the figures in the balance 
sheet are correct. Naturally, if the books are wrong, 


_ the balance sheet will also be incorrect. Assets may 


be grossly overvalued and liabilities understated in 
the books, without disclosure. The certificate show- 
ing that the books have been audited and that the 
statement issued by the company agrees with its 
books, should, in many cases, serve as a warning 
to the reader. Invariably, the auditor has some 
reason for not wishing to assume any greater respon- 
sibility. 

8. Values of property—The auditor can only 
verify additions to property accounts. He cannot 
certify to values because he is not an appraiser. He 
should state clearly the method of valuing the prop- 
erty in his report. If property accounts have been 


_ inereased to agree with an appraisal, this should be 


stated in his report. If an unqualified certificate 


with respect to the fixed assets appears to be con- 


servative and no mention is made of an appraisal, 
the reader must understand that the auditor has 


merely exercised his best judgment and discretion 


in agreeing to the valuation. An expression of opin- 


ion relative to the adequacy or insufficiency of the 
provision for depreciation is tantamount to certifica- 


_ tion of the valuation of the property. 


4. Value of inventories.—In spite of the fact that 
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the inventory is often the most important item in a 
balance sheet, the auditor usually assumes little or no 
responsibility as to its correctness. However, there 
is usually no reason why the reader of a balance sheet 
should not be satisfied in respect to the accuracy of 
this item. The.auditor must make an effort to 
satisfy himself that the quantities on hand and the 
basis of valuation, as well as computations, are sub- 
stantially correct. He should be held responsible 
however, only as an auditor and not as an appraiser. 

When the auditor has not been satisfied that the 
inventory was correctly taken, then he must qualify 
his report accordingly. In some cases the auditor 
will certify as to the accuracy of the extension and — 
footings, and thus assume responsibility solely for 
this part of the inventory. 

5. Auditor’s responsibility for receivables—The 
only verification the auditor can make of accounts 
and notes receivable is by communicating directly 
with the debtor. When such verification cannot be 
arranged, or where the client objects to this practice 
of obtaining confirming statements from his cus- 
tomers, the auditor’s report must of necessity be so 
qualified. He should, however, examine the accounts 
so as to determine the adequacy of the reserve for 
bad and doubtful accounts, and should make proper 
comment on this reserve in his report. 

6. Auditor’s statement of responsibility as to lia- 
bilities—If the auditor did not verify the liabilities 
by communicating with creditors, he should include 
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a qualification in his report. He can, however, ex- 
amine the liabilities shown on the books and attempt 


_ to ascertain if any are not shown. He is then in a 
position to certify whether or not full provision ap- 


pears to have been made for all known liabilities. 
If he finds any contingent liabilities, it is best that 
he enter them as a footnote on the balance sheet. 

7. What the reader may asswme.—There are cer- 
tain facts in connection with a balance sheet that the 
reader may assume. In a properly prepared state- 
ment, the accounts receivable should represent only 
amounts due from trade debtors. Amounts due 
from officers and employees would be listed sep- 
arately. If no notation appears that assets have been 
hypothecated to secure creditors, it can be assumed 


_ that none have been pledged. 


8. Published reports.—At times reports have been 


issued by companies with the statement that the 


books have been audited and statements prepared by 
Blank & Company, Certified Public Accountants. 
Such statements, however, when not accompanied by 


a copy of the auditor’s certificate, should be viewed 
_ with suspicion. Often it is the intention of the com- 
_ pany officials to withhold from its stockholders or 


prospective investors certain qualifications which ap- 


_-pear in the certificate of audit. In such cases, the 


rather unusual procedure of requesting a complete 


copy of the report would be open to the reader. 


As arule, published reports are meager in respect 
to the amount of detailed information disclosed. 
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Quite often this is the case, so that information con- 
cerning the affairs of the company will not be dis- 
closed to the advantage of its competitors. Even 
though the report may be meager with respect to the 
information disclosed, the stockholders may be reas- 
sured if the published statements are those of a 
reliable firm of auditors and if a favorable or unquali- 
fied certificate is attached. 

9. Consolidated balance sheets—When two or 
more companies are controlled, either by stock 
ownership, or by the same interests, to such an extent 
that they are practically one, the balance sheets of 
all the companies should be consolidated so as to pre- 
sent the condition of all the affiliated companies. If 
for any reason the books of any of the companies 
have not been audited by the auditor presenting the 
consolidated balance sheet, he should mention that 
fact in his certificate. At times a balance sheet of 
one of the companies may not be available for the 
auditor. In that event the investment in that par- 
ticular company would be shown among the assets 
in the consolidated balance sheet with a proper quali- 
fication in the auditor’s report. 

10. “Giving effect” statements—Very often fi- 
nancial statements are published bearing an unquali- 
fied certificate with the phrase, “after giving effect to 
present financing.” In that connection it may be 
said that the transactions to which effect was given 
in the statement should be clearly shown in the state- 
ment. The reader should understand what is meant 
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_ when such a qualification is included in a financial 


_ statement. 


In preparing a profit and loss statement, the 
auditor is justified in giving effect to certain savings 
to be anticipated because of the elimination of ad- 
ministrative and financial expenses. In the first 
place, he may eliminate all sums paid for borrowed 
funds, on the theory that the company intends to 
raise an amount of additional capital sufficient to 
avoid the necessity of borrowing money; interest 
paid on borrowed capital is a penalty for not having 
a sufficient amount of owned capital in the business. 
Furthermore, the auditors may, for the benefit of a 
promoter, estimate the savings in selling activities 
and the elimination of a duplication of adminis- 
trative expenses to be anticipated as a result of 
combining through a consolidation. It must be under- 
stood, however, that the auditor does not certify to 
such profits, if it happens that these anticipations are 
not fully realized. 

11. Reports of appraisers—Various occasions 
may arise for the need of a disinterested appraisal of 
the investment in fixed assets. This has led to the 
creation of large appraisal companies which employ 
men who have the training and experience to per- 
form that type of work. 

The problem of depreciation is one of the most 
difficult for accountants to solve. A reserve for de- 
preciation is often nothing more than a guess and, as 
such, the probabilities are that it is either overesti- 


324 FINANCIAL AND BUSINESS STATEMENTS 


mated or underestimated. In either case, the profits 
will be computed incorrectly. A proper appraisal 
will serve to test the accuracy of the provision for 
depreciation. 

In public utilities, the question of fair rate of re- 
turn on investment in fixed property necessitates the 
services of competent appraisers in determining the 
amount on which the rate of return is to be cal- 
culated. 

The disallowance by the government of a portion 
of depreciation claimed by a taxpayer as excessive 
has convinced many business men of the value of ap- 
praisals. It is often the only way of proving the 
accuracy of the depreciation taken by the taxpayer. 

So that the proper amount of insurance may be 
carried against a loss by fire, a disinterested appraisal 
of the property to be insured has often proved to be 
of the greatest value. This is particularly true where 
replacement values greatly exceed the original cost 
of the property. 

12. Basis of valwation—There are two methods 
of valuing physical assets. One is the replacement 
value less an allowance for depreciation since acqui- 
sition, and the other is the original cost less an allow- 
ance for depreciation since acquisition. Under the 
former method, consideration is given to the present- 
day prices for materials and labor. The insurance 
value, of course, will differ from the total value thus 
arrived at, to the extent of the value of that portion 
of the property that is not subject to insurance. 
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Provision is made for keeping the appraisal up to 
date by furnishing the company with a list of all 
after-acquired assets, and reappraisals are usually 
made at periodic intervals. 

13. Adjustments of appraised valuations—As a 
general rule it can be safely said that, where the ap- 
praised value is greater than the book value, no 
adjustment should be made. It is not considered con- 
servative accounting practice to swell surplus ac- 
counts by appreciating an asset. It would be better 
to reduce the rate of depreciation in subsequent 
periods, since the higher appraisal value indicates 
that excessive depreciation has previously been pro- 
vided. If, however, in spite of these considerations, 
it is decided that the book value should be adjusted 
to the appraised valuation, this fact should be clearly 
indicated on the books of account, balance sheet, and 
certificate of audit. 

‘Where the book value is greater than the ap- 
praised valuation, it would ordinarily indicate that 
the depreciation reserve has not been adequately 
provided, and the necessary adjustment of the book 
value should be made. If the appraised valuation is 
based upon declining present-day costs of raw ma- 
terial and labor, even though it be less than the book 
value, it is not always necessary to adjust the books. 
In any event, it is generally sufficient to make the 
notation on the balance sheet as to the appraised 
value of the physical assets. 

14. Conclusion—The value of any report depends 
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upon the experience, judgment, and integrity of the 
professional man who renders it, and upon its correct 
interpretation. Reports should be impartial and 
conclusions based upon proved facts should be clearly 
distinguished from Hees based upon speculative 
deductions. 


REVIEW 


Why should the wording of the auditor’s certificate, its con- 
tents, and omissions be carefully scrutinized? 

What responsibility may an auditor properly assume as re- 
spects inventories and accounts receivable? 

Meet the objection that the auditors’ published reports usually 
give scanty information. Should an auditor certify to probable 
profit and if so under what conditions? 

What is the function of appraisal companies? 
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Timber Companies, 
Investments in stock of, 55 
Trade Acceptances, 
Treatment of, 58 
Trade Creditors, 
Classification of, 120 
Trade Debtors, 
Classification of, 58 
Trade Discount, 
On sales, 128 


INDEX 


Trademark, 
Definition, 91; Valuation, 92 
Trade Receivables, 
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Definition, 103; Creation, through 
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Turnover, 
Of capital, calculation of, 144; Of 
merchandise, 145; Statistics on, 
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Unit Results, 
Use of, 176 


Valuation, 

of securities, 56; Of inventories, 66; 
Merchandise pledged as collateral 
for loan, 69; Deductions from in- 
ventory, 70; Goodwill, method of, 
79; Of tr demarks, patents, and 
copyrights, 90-94; Methods of, of 
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Ratio to inventory, 208; Ratio to 
total assets, 209; Relation to total 
assets, 225; Defined, 225; Amount 
needed, 226 

Work in Process, 

Valuation of, 68 
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